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UT WRITE-UP TIME. 


..use it to broaden your service. SBC can show you how! 


ave you ever found yourself wishing that 
he time you spend on client write-up work 
ould be put to better advantage? Would you 
ike to have more time to satisfy the demand 
or professional counseling? There is no rea- 
on why you cannot, and at the same time, con- 
inue to offer your clients a complete service. 


The Service Bureau Corporation can make 
t possible for you to offer accurate, hand- 
somely printed reports while cutting your 

ite-up time and costs. Here’s how! Use a 


punched paper tape adding machine to prove 
your clients’ source documents. Send the tape 
to SBC. At SBC, the punched tape will be 
converted to punched cards. The cards will 
then be fed through high-speed IBM data 
processing machines to run general ledgers, 
balance sheets and operating statements 
ready for release by you to your clients. 


To learn more about the benefits that can be 
yours when you use SBC, call your nearest 
SBC office for literature. < : 


@ Service Bureau Corporation—a subsidiary of IBM—425 Park Avenue, New York 22, N.Y. 
HE MOST EXPERIENCED DATA PROCESSING SERVICE IN THE WORLD “bead 
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valuable time and produces the kind of 
high-type, competent personnel they want. 
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winning new clients and keeping old ones 
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Accounting News And Trends 


AUDITING COMMUNITY 
FUND AGENCIES 


The material contained in the Audit 
Manual for Member Agencies of the 
Community Fund of Chicago, pre- 
pared by a special joint committee of 
the Community Fund and the Illinois 
Society of CPAs, will be of help to any 
accountant concerned with charitable 
agencies. The Community Fund of 
Chicago is a “deficit” financing agency 
in that it raises funds for its member 
agencies only to the extent that their 
expenses exceed the funds they are able 
to raise on their own. The Fund re- 
quires that each member agency have 
its accounts audited annually by a 
registered public accountant. Some 
comments about the audit report are: 


1. The report must include as a 
minimum a balance sheet at the end 
of the calendar year, a summary of 
changes in fund balances for the year, 
and a statement of general fund income 
and expenses for the year. In addi- 
tion, the auditor is required to submit 
a reconciliation between the “general 
fund deficit” figure shown by his re- 
port and the amount shown in the 
agency’s December statement (all 
agencies are on a calendar year) to 
the Fund. 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis Col- 
lege. He is also professor of taxation at 
the New York Law School. 


2. The Manual quotes in full Rule 
No. 17 of the Illinois Society’s Rules 
of Professional Conduct, which re- 
quires the expression of an opinion or 
a disclaimer in the auditor’s report. 


3. The Fund does not permit its 
member agencies to include in their 
operating budgets any provision for 
depreciation on institutional fixed prop- 
erties—a practice which is fairly uni- 
form throughout the country. The 
Manual states that the auditor should 
not feel obliged to qualify his opinion 
merely because the agency does not 
depreciate its fixed plant. 


4. A similar problem arises as to 
what position the auditor should take 
when an agency—in line with Com- 
munity Fund policy—charges off rou- 
tine replacements of capital equipment 
as expenses. Logically it might seem 
proper to permit this deduction since 
an agency is not allowed to deduct 
depreciation, but since this is contrary 
to accustomed commercial practice, the 
Manual suggests that, where major 
amounts are involved, the practice be 
mentioned in a comment paragraph of 
the report. 


5. Suggested language for this new 
paragraph is presented. After setting 
forth the amounts for the year, the 
paragraph would indicate that, in ac- 
cordance with the accounting rules of 
the Community Fund, this particular 
agency regularly includes routine re- 
placement of capital in its expenses 
and provides no depreciation on its 
fixed properties or equipment. The cer- 
tificate would not be qualified but the 
final paragraph would begin, “‘With the 
foregoing explanation, it is our opin- 
WOO... 
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Another step forward in helping business save money ... 


Uiational 


ANNOUNCES 





DATA PROCESSING CENTERS 
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To be opened September ist _on the 
ground floor of the new Getty Building, 
Madison Avenue at 61st St., 
New York. 


New York, 





To be located at National’s Home Office 
and Factory, Dayton 9, Ohio. 


LOS ANGELES, CAL 


To be located at National’ s Electronic Re- 
search and Engineering Division, 1401 E. 
El Segundo Blvd., Los Angeles (Haw- 
thorne) California. 


THE NATIONAL CASH REGISTER COMPANY, bayton9, ohio 


1039 OFFICES IN 121 COUNTRIES 
76 YEARS OF HELPING BUSINESS SAVE MONEY 


THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT 


First three in a nationwide network—New York, 
Dayton, Los Angeles. Around the clock, seven days 
a week, to provide overnight service. Whether your 
business is large or small...commercial or sav- 
ings bank, department or other retail store, indus- 
trial, transportation, government, or any other type 
of business... National is prepared to serve you 
all the way... from original entry to final report. 


How centers will operate: Information will be cap- 
tured automatically, on punched paper tape or 
cards at your place of business, while using 
National Accounting Machines, Cash Registers, or 
Adding Machines in normal operation. 

The punched tape or cards will then be for- 
warded to a National Data Processing Center where 
the accounting, statistical, and management re- 
ports will be electronically processed. 


How you will benefit: National Data Processing Cen- 
ters are the modern way... you record the orig- 
inal entry, National jem ‘the rest. Records and 
reports will be available to you faster ...more 
economically ... than ever before. 

Growth of your business, or increases in volume 
of paperwork can be taken in stride... with mini- 
mum expense. 

Your accounting department (and the need for 
processing equipment) can be held to a minimum, 
without sacrificing the quantity or quality of in- 
formation made available to you. 

Your accounting system will always be the most 
modern ...as new electronic machines are made 
available ‘you will be among the first to capitalize 
on their many advantages. 


For unique banking services: National Centers will 
also be the first to be equipped with high-speed 
electronic check sorters and other automation 
equipment to provide cconomical processing serv- 
ices for banks and other lines of business. 


CWational Electronic “‘304’’ saves time and money 


@ Reads paper tape at 108,000 characters a minute! 
@ Reads 2,000 punched cards a minute! 
@ Prints reports at speed equivalent to 290 typists! 


* TRADEMARK REG. U.S. PAT. OFF 
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DEFERRED 
COMPENSATION 


for owners and key executives 
of closely held corporations 


With considerably more tax safety 
than heretofore, private companies 
now have an opportunity to furnish 
“fringe” benefits which can compete 
with those offered to executives of 
publicly held corporations. 


Internal Revenue Service has just is- 
sued a ruling (RR 60-31, IRB 1960- 
5,17) concerning pay plans which 
shift income and taxes from a current 
to a future basis. This is of prime 
importance to $30,000 and up execu- 
tives because it specifically approves 
some of the methods used to provide 
substantial benefits and ultimate tax 
savings. 


4 SPECIAL PLAN 


While IRB will not issue an advance 
decision on an actual case, the ruling 
is favorable to a special plan used 
by this office with excellent results. 
From the corporation standpoint, the 
funding has little or no effect on the 
balance sheet and the after-tax cost 
is usually fully recovered by insur- 
ance. 


For full particulars, write or phone 


LAWRENCE GOULD 


25 West 45th Street, New York 36 
Circle 6-5303 


Employee Benefit Plans 
Executive Pay Plans 
Business Life Insurance 


MUTUAL BENEFIT 


™ LIFE sorte secunsre 














CLASS OF SERVICE ON CPA STATIONERY 

An item in the California CPA 
Newsletter (January 1960), on types 
of letterheads, is of interest. The rules 
of professional conduct do not specify 
whether classes of service may or may 
not be listed on the letterheads of 
CPAs. The practice has been followed 
by some for many years, though there 
has been discussion about specific pro- 
hibition by amendment to the rules of 
the California State Society and the 
AICPA. 

Some hold that this is a form of 
advertising. Moreover, the California 
Coordinating Committee on Profes- 
sional Conduct believes that listings 
such as audits, tax services, manage- 
ment services, used on letterheads are 
in violation of the spirit of the rules, 
but that stationery may include, in 
addition to the name, address and tele- 
phone number of the firm or practi- 
tioner, the words Certified Public 
Accountants. It is also permissible to 








It’s simple... 


Ask 
BRANERTON 


Corporation 
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Accounts receivable 


and Chattel Mortgages 





Warehouse and 
Inventory Financing 


e Special Situations 


MUrray Hill 2-2940 


Mr. Lindner 
114 East 40th St. 


New York City 
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include on stationery the designation 
“Member of the American Institute of 
Certified Public Accountants,” or 
“Member of the California Society of 
Certified Public Accountants.” 


STUDENT ASSOCIATES 


The “State Society ~ Newsletter” 
(March-April, 1960) published by the 
AICPA has an item on how to tell 
accounting students about your state 
society. 

College accounting majors in Colo- 
rado are getting an excellent chance 
to learn about the certified public 
accounting profession through the 
Colorado Society’s Student Associate 
Program. Any accounting major in 
good academic standing is eligible for 
enrollment, on payment of a fee of 
two dollars. The student associate re- 
ceives the Society’s publications and 
can attend meetings and other func- 
tions. Most of the public accounting 
firms in Denver have invited student 
associates to technical dinner meetings 
of the Society. The contacts made at 
these gatherings may ‘be the most 
valuable the student makes during his 
college career. The Society finds that 
the program is helpful in attracting out- 
standing students to the accounting 
profession. 


ENFORCEMENT OF RULES 
OF PROFESSIONAL CONDUCT 


A recent letter to the membership 
by the Committee on Professional 
Ethics of the North Carolina Associa- 
tion of CPAs touches on a matter oc- 
casionally raised by some CPAs, viz., 
“What is the use of having rules of 
professional conduct when they are not 
being enforced?” 

The letter points out that the duties 
of the committee are not those of a 
detective or policeman but are confined 
to an investigation of complaints filed, 
and to the reporting of its findings to 
the board of directors. The letter con- 
cludes: “It is, therefore, incumbent 








INTELLIGENTLY SELECTS 


ACCOUNTING TALENT 
CURRENTLY AVAILABLE— 


COMPTROLLER ELECTRONICS— 
Age 35. Upper third of class; CCNY 
grad. He has experienced 10 years 
Accounting with substantial electron- 
ics firms. For the past two years he 
has held down a comptrollership. Has 
been most effective in financial re- 
porting to management. He was a 
Capt. in the Air Force; is highly 
principled, personable, and _ firm. 
$10,000. 


BLUE CHIP ACCOUNTANT—Age 
33. BS in Accounting from LIU 1951. 
He has achievd a supervisory level 
reporting to the chief for one of our 
country’s giant industrials. His re- 
sponsibilities include preparation and 
analysis of the balance sheet. Before 
this he was a membr of the internal 
audit progrm for 4 years. This gentle- 
man is particularly personable with a 
keen understanding of where he’s 
going. $9,000. 


PUBLIC SENIOR—Age 36. CCNY 
grad. CPA 1958. This man is a hard 
working capable accountant with 15 
years of stable small to medium sized 
co exp. $9,100. 


TAX ACCOUNTANT—Age 31. Bos- 

ton Acctg Coll grad + tax MBA 8 

7 FED & ST exp w-one giant mfr. 
8,700. 
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Personnel Services; Tac: 


50 Church St., New York 
WoOrth 4-8410 


Member 
A.M.A. & Natl. Assoc. of Accountants 
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Our 2 Ist Year 


Serving all industries 


William 
Schnuer. 
Class of 


“IT can help you secure 
Dependable 
hard-to-get personnel” 


Our highly skilled staff of 

personnel specialists can 

solve your needs as well as 
your clients’. 


¢ Public 
Juniors, Semi-seniors, Seniors 


* Internal 
Treasurers, 
Budget, Cost, 
Auditors 


Comptrollers, Tax 
Chief, Systems 


* Bookkeepers—Office Managers 
Full Charge and Assistants 


For prompt, efficient 
service, call 


BRyant 9-7664 


O 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 








upon any member who has knowledge 
of violations of the code of ethics to 
file a complaint with the committee. 
We assure you that such complaints 
will be promptly investigated, provided 
they have some basis in fact and are 
not merely based on _ unsupported 
rumor.” 


FEE SURVEY 


In seminars on accounting fees held 
at three different locations in Colorado, 
an informal survey was conducted 
among the participants and the results 
are presented in The Report (Febru- 
ary 1960) published by the Colorado 
Society of CPAs. While not based 
on a valid statistical sampling, the in- 
formation indicates what some Colo- 
rado firms are doing. 

Income. The average annual income 
of Denver participants was $15,300 
and that of the Northern Chapter 
(non-urban area) participants was 
$10,500. However, the range of in- 
come from lowest to highest was much 
greater in the Denver group than in the 
Northern group. 

Billing. The question, “What would 
your hourly billing rate be for a 
$5,400-a-year staff man and how many 
billable hours per year would he 
average?” elicited these answers: 

(a) DENVER. Rate range from $5.00 
to $11.00 with an arithmetic average 
of $7.10. Billable hours ranged from 
1,500 to 2,000 with an average of 
1,770. 

(b) NORTHERN CHAPTER. Rate 
range from $5.00 to $8.00 with an 
average of $6.50. Billable hours ranged 
from 1,600 to 2,080 with an average 
of 1,798. 

Overtime. A great majority of the 
firms stated that they would pay over- 
time to the $5,400-a-year man de- 
scribed above and in most cases the 
overtime pay would be based on time 
and one-half for over 40 hours each 
week. 
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Insurance for Accounting Firms 


Forms o f basic insurance covera ge shown by 
recent A.I.C.P.A. survey to be needed by many 
accounting firms and practitioners: 


e All Risks Office Contents Policy 
e Valuable Papers and Records 
e General Public Liability 


. .- For cost and other particulars phone or write... 


HERBERT L. JAMISON & CO. 


270 MADISON AVENUE, NEW YORK 16 ° MUrray Hill 9-1104 
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Letters to the Editor 


PEANUTS AND COST ACCOUNTING 


I am enclosing a copy of Volume 
41, No. 1 of the Lybrand Journal. 
Will you read the item entitled “What 
Price Progress.” You may find this 
paper interesting. 

As I indicated in the note in the 
Journal, I have no idea of the source 
of this fable of Joe, the Restaurateur. 
Somehow and some time, both un- 
known, Mr. James Neely, Jr. of our 
Boston office acquired a copy. Last 
fall, he sent it to Mr. James E. Mere- 
dith, Jr., the Director of our South- 
eastern Region, Management Services. 
Mr. Meredith sent it to me with the 
suggestion that it might enliven our 
firm’s Meeting of Management Serv- 
ices Specialists. How right he was! 

If you should be interested in using 
this report of the Accountant-Efficiency- 
Expert at his best, you are welcome 
with a bow to the unknown author. 


[TEXT OF PAPER] 

[EpiTor’s NoTE: We have been unable to 
locate the source of this paper. If any of 
our readers can provide us with this in- 
formation, we shall be delighted to acknowl- 
edge our indebtedness.] 

In discussing the costs incident to 
various types of operations, the analogy 
was drawn of the Restaurant which 
adds a rack of peanuts to the counter, 
intending to pick up a little additional 
profit in the usual course of business. 
This analogy was attacked as an over- 
simplification. However, the accuracy 
of the analogy is evident when one con- 
siders the actual problem faced by the 
Restaurateur (Joe) as revealed by his 
Accountant-Efficiency-Expert. 

Eff. Ex. Joe, you said you put in 
these peanuts because some people ask 


for them, but do you realize what this 
rack of peanuts is costing you? 

Joe. It ain’t gonna cost. ’Sgonna be 
a profit. Sure, I hadda pay $25 for a 
fancy rack to holda bags, but the pea- 
nuts cost 6¢ a bag and I sell ’em for 
10¢. Figger I sell 50 bags a week to 
start. Itll take 12% weeks to cover 
the cost of the rack. After that I gotta 
clear profit of 4¢ a bag. The more I 
sell, the more I make. 

Eff. Ex. That is an antiquated and 
completely unrealistic approach, Joe. 
Fortunately, modern accounting pro- 
cedures permit a more accurate picture 
which reveals the complexities involved. 

Joe. Huh? 

Eff. Ex. To be precise, those pea- 
nuts must be integrated into your en- 
tire operation and be allocated their 
appropriate share of business overhead. 
They must share a proportionate part 
of your expenditures for rent, heat, 
light, equipment depreciation, deco- 
rating, salaries for your waitresses, 
cook,— 

Joe. The cook? What’sa he gotta do 
wit’a peanuts? He don’ even known I 
got ’em! 

Eff. Ex. Look, Joe, the cook is in 
the kitchen, the kitchen prepares the 
food, the food is what brings people in 
here, and the people ask to buy pea: 
nuts. That's why you must charge a 
portion of the cook’s wages, as well as 
a part of your own salary to peanut 
sales. This sheet contains a carefully 
calculated costs analysis which indi- 
cates the peanut operation should pay 
exactly $1,278 per year toward these 
general overhead costs. 

Joe. The peanuts? $1,278 a year for 
overhead? The nuts? 
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Eff. Ex. It’s really a little more than 
that. You also spend money each week 
to have the windows washed, to have 
the place swept out in the mornings 
and keep soap in the washroom. That 
raises the total to $1,313 per year. 

Joe. (Thoughtfully) But the peanut 

salesman said I’d make money—put 
“em on the end of the counter, he said 
and get 4¢ a bag profit—. 
Eff. Ex. (With a sniff) He’s not an 
accountant. Do you actually know 
what the portion of the counter oc- 
cupied by the peanut rack is worth to 
you? 

Joe. Ain’t worth nothing—no stool 
there—just a dead spot at the end. 

Eff. Ex. The modern cost picture 
permits no dead spots. Your counter 
contains 60 square feet and your coun- 
ter business grosses $15,000 a year. 
Consequently, the square foot of space 
occupied by the peanut rack is worth 
$250 per year. Since you have taken 
that area away from general counter 
use, you must charge the value of the 
space to the occupant. 

Joe. You mean I gotta add $250 a 
year more to the peanuts? 

Eff. Ex. Right. That raises their 
share of the general operating costs to 
a grand total of $1,563 per year. Now 
then, if you sell 50 bags of peanuts 
per week, these allocated costs will 
amount to 60¢ per bag. 

Joe. WHAT? 

Eff. Ex. Obviously, to that must be 
added your purchase price of 6¢ per 
bag, which brings the total to 66¢. 
So you see, by selling peanuts at 10¢ 
per bag you are losing 56¢ on every 
sale. 

Joe. Somethin’s crazy! 

Eff. Ex. Not at all! Here are the 
figures. They prove your peanut oper- 
ation cannot stand on its own feet. 

Joe. (Brightening) Suppose I sell 
lotsa peanuts—thousand bags a week 
’stead a fifty? 

Eff. Ex. (Tolerantly) Joe, you don’t 
understand the problem. If the volume 
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of peanut sales increases, your opera- 
ting costs will go up—you’ll have to 
handle more bags, with more time, 
more depreciation, more everything. 
The basic principle of accounting is 
firm on that subject: “The Bigger the 
Operation the More General Overhead 
Costs that Must be Allocated.” No, 
increasing the volume of sales won't 
help. 

Joe. Okay. You so smart, you tell 
me what I gotta do. 

Eff. Ex. (Condescendingly) Well— 
you could first reduce operating ex- 
penses. 

Joe. How? 

Eff. Ex. Move to a building with 
cheaper rent. Cut salaries. Wash the 
windows bi-weekly. Have the floor 
swept only on Thursday. Remove the 
soap from the washrooms. Decrease 
the square foot value of your counter. 
For example, if you can cut your ex- 
penses 50 percent, that will reduce the 
amount allocated to peanuts from 
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$1,563 down to $781.50 per year, re- 
ducing the cost to 36¢ per bag. 

Joe. (Slowly) That’s better? 

Eff. Ex. Much, much better. How- 
ever, even then you would lose 26¢ per 
bag if you charge only 10¢. Therefore, 
you must also raise your selling price. 
If you want a net profit of 4¢ per bag 
you would have to charge 40¢. 

Joe. (Flabbergasted) You mean 
even after I cut operating costs 50 per- 
cent I still gotta charge 40¢ for a 10¢ 
bag of peanuts? Nobody’s that nuts 
about nuts! Who’d buy ’em? 

Eff. Ex. That’s a secondary con- 
sideration. The point is, at 40¢ you’d 
be selling at a price based upon a true 
and proper evaluation of your then 
reduced costs. 

Joe. (Eagerly) Look! I gotta better 
idea. Why don’t I just throw the nuts 
out—put ’em in a ash can? 

Eff. Ex. Can you afford it? 

Joe. Sure. All I got is about 50 bags 
of peanuts—cost about three bucks— 
so I lose $25 on the rack, but I’m outa 
this nutsy business and no more grief. 

Eff. Ex. (Shaking head) Joe it isn’t 
quite that simple. You are in the pea- 
nut business! The minute you throw 
those peanuts out you are adding 
$1,563 of annual overhead to the rest 
of your operation. Joe—be realistic— 
can you afford to do that? 

Joe. (Completely crushed) It’sa un- 
believable! Last week I was a make 
money. Now I’m in a trouble—justa 
because I think peanuts on a counter is 
a gonna bring me some extra profit— 
justa because I believe 50 bags of pea- 
nuts a week is a easy. 

Eff. Ex. (With raised eyebrow) That 
is the object of modern cost studies, 
Joe—to dispel those false illusions. 


[END OF QUOTED PAPER] 


FRANK P. SMITH 

(Director of Education and 
Personnel, Lybrand, Ross Bros. 
& Montgomery) 

New York, N. Y. 
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Continuing Education 
and the Year Ahead 


The business community has left the decade which 
some have characterized as the fabulous, “flationary” if 
not frivolous fifties. It has entered the current decade, 
which many had predicted to be the soaring, spiraling 
if not sizzling sixties. We may prefer sixties that are 
serious, solid, and steady. As certified public account- 
ants, it is both our province and duty to advise and guide 
our clients toward sober financial results. 

We should be grateful for every proper means of 
attaining these ends. Our professional organizations— 
at the state level, the New York State Society, and at 
the national level the American Institute of Certified 
Public Accountants—furnish the best tools for main- 
taining the highest standards of professional competence. 
At this time, I am privileged to speak for the State 
Society. 

Let us briefly consider what your Society furnishes 
by way of continuing education. The importance of 
qualifying for, and receiving the CPA certificate cannot 
be minimized. But of equal, if not greater, significance is 
the constant need to keep current to avoid becoming a 
“has-been” and falling behind the times. 

What did we know of pooling of interests some years 
ago? How could we consider the tax advantages of 
“pseudo” corporations before Subchapter S was added to 
the Internal Revenue Code in 1958? What were our ex- 
periences with data processing and other machine book- 
keeping innovations a decade or two ago? These are but 
a sample of many similar queries that can be posed. The 
answers are obvious. Unless we are akin to Tennyson— 
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who “dipt into the future, far as human eye could see: Saw the 
Vision of the world, and all the wonder that would be”—we 
must rely on continuing education to go forward. Otherwise we 
lag behind. There can be no standing still. 

These observations stem not only from my experiences. 
They draw as well on those of many of you with whom I have 
discussed this very subject so often over the years. This Society 
keeps your education current with intellectual pills, soothing to 
the taste and easy to digest. I refer to your monthly New York 
Certified Public Accountant, recognized country-wide as the 
leading publication of a state society in its field; and to the 
general and technical meetings open to all of you. These are not 
forbidden fruit to be by-passed. I must openly confess how lost 
I would be without these avenues to continue and improve my 
own education. All of us should not hesitate to avail ourselves 
of these means of sharpening our views and elevating our stand- 
ing and our sights. 

Continuing education must always be in the forefront of 
Society services to its membership, and thereby to the business 
community. Your Society, with its officers, its board of directors, 
its devoted and hard-working staff, some seventy committees and 
a thousand committee members in this metropolitan area, serves 
a membership of over ten thousand in every field of interest to 
the CPA. And these services are extended through ten chapters 
all over New York State. 

The future builds on the past. Our Society’s current status 
reflects the dedicated efforts of its past Presidents and its officers, 
directors and members. It has been a very rewarding and edu- 
cational experience to me whenever I was afforded the privilege 
of serving with them. There has been no stinting by Society 
officers in the past, and there will be none this coming year. It is 
a year that promises to be equally fruitful to you and to me. 
I shall be delighted to hear from you at any time and to discuss 
Society matters. My door is always open. And I am certain that 
I speak as well for all of our officers and directors at the metro- 
politan and chapter level when I assure you of their complete 
cooperation at all times. With your encouragement and co- 
operation, we shall meet the challenge of the times and continue 
to progress in our service to the community. 


BENJAMIN GRUND, 
President 
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intuitive Reasoning vs. 
Statistical Computation 


in Auditing 


By Henry P. HILL, CPA 


The conflict that may appear to exist between traditional test- 
ing procedures in auditing and statistical sampling will become 
less noticeable as the accounting profession gains greater under- 
standing of statistical sampling. This article considers the 
parallels between intuitive and statistical methods and illustrates 
them by reference to such topics as the adequacy of sample 
sizes, populations with a few large items, relative vs. absolute 
sample sizes, and the effect of internal control on sample sizes. 


Tuere has been a disposition on the 
part of many to consider the flare-up 
in accounting literature advocating the 
application of statistical methods to 
auditing problems as an attack on the 
whole auditing process. Statistical 
methods have been considered by many 
independent accountants to be myster- 
ious applications of whole new thought 
processes having no relationship to the 
generally accepted procedures devel- 
oped by their profession. It has, per- 
haps, seemed to them that the under- 
lying statistical concepts are a whole 
new system of logic completely at vari- 
ance with that with which the account- 
ant has lived and become used to dur- 
ing his professional career. The two 
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systems are feared to be incompatible, 
with the result that the accountant 
fears that he may be faced with a 
choice between the old and the new. 

We have now been experimenting 
with statistical methods in actual audits 
for over a year, and some answers have 
emerged to those impulsive reactions 
which are characteristically a defense 
of the effectiveness of the present 
methods, a defense supported by the 
high degree of confidence now placed 
in auditors’ opinions and by the small 
number of times the public has been 
misled because of ineffective auditing. 
These answers may serve to throw 
light on the role statistical methods 
can fill in auditing and indicate the 
value of the effort necessary to under- 
stand these concepts. Rejection of the 
necessity for understanding statistical 
concepts is sometimes buttressed by a 
rationalization that the application of 
statistical methods to auditing prob- 
lems is simply a way of doing mechan- 
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ically what has been done before. 

Actually our experience seems to 
show a good case can be made for the 
argument that the conflict between in- 
tuitive and mathematical concepts in 
auditing tests is much less severe than 
appears at first and that the effort to 
understand statistical concepts can pay 
real dividends. As in all debates, if 
care is taken to define the area of dis- 
agreement, the disagreement tends to 
disappear. Consider some of the fol- 
lowing instances. 


ADEQUACY OF SAMPLE SIZES 


The most intriguing application of 
statistical methods to the examination 
of financial statements is in the area 
of adequacy of sample sizes. It is pos- 
sible to compare the extent of audit 
tests with sample sizes called for by 
statistical tables and thereby derive 
an estimate of the sampling risks in- 
curred by the auditor. Assuming for 
the moment that the auditor’s infor- 
mation has been gathered from trans- 
actions selected in accordance with the 
laws of probability, it is possible to 
arrive at a conclusion on the adequacy 
of the test check. While it is not the 
best method of undertaking a study 
of the possibilities in statistical meth- 
ods, the auditor is apt to start this way 
purely for the purpose of getting a feel 
of the statistical profession’s opinion 
of the extent of his audit tests. 

It is not unlikely that a feeling of 
dismay will result, particularly if the 
field being examined is small. The 
usual published statistical tables show 
us, for example, that out of a total field 
of 4,000 a sample size of 1,500 would 
be required to achieve a confidence 
level of 95% and a reliability of plus 
or minus 2% — in other words for 
there to be one chance in twenty that 
the characteristics of the items selected 
for test will be more than 2% from 
the true condition of the field as a 
whole. There is no question that such 


a large test is far and away more ex- 
tensive than that which would be un- 
dertaken by the average auditor. 
The dismay is usually followed by a 
challenge. Why should a sample as 
large as 1,500 be required to achieve 
such results in a field of 4,000, par- 
ticularly with a confidence level of 
only 95%? Intuitively, the feeling is 
that such large samples may be re- 
quired for examining barrels of black 
and white balls or making population 
or market surveys, but that to the ex- 
tent the auditor is inquiring into the 
reliability of the bookkeeping process 
or the conformance to established pro- 
cedures, samples of such a size would 
be unnecessary. Although he may lack 
the vocabulary to express himself tech- 
nically, the auditor somehow feels that 
his populations are different. 
Actually, accounting populations 
are different from normal populations 
in an important sense and this differ- 
ence has a significant effect upon the 
required sample sizes. Mathematically, 
it can be demonstrated that the sampl- 
ing reliability obtained from a_ par- 
ticular sample varies directly with the 
distribution of the items in the field. 
In sampling for frequency of occur- 
rence of an attribute, the more evenly 
the population divides between the 
“ves or no,” “black or white” charac- 
teristics, the larger will be the required 
sample size. The sample size previous- 
ly mentioned was selected from a gen- 
eral purpose table prepared for use 
where the distribution is not known. 
Consequently, the table has been pre- 
pared on the most conservative basis. 
It assumes the worst possible condition, 
from the standpoint of sampling effi- 
ciency, namely, that the characteris- 
tic being measured exists in approxi- 
mately one half the population. 
Obviously, errors do not exist in ac- 
counting data to the extent of 50%, 
at least not in any accounting data 
subject to test check. Recognition of 
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this fact in the calculations can have a 
dramatic effect on the statistical tables. 
If, for example, we assume that the 
data being tested have a frequency of 
error of not over 2%, the sample size 
of 1,500 referred to above can be re- 
duced to 180 without any loss of 
sampling efficiency. This is obviously 
a lot closer to the extent of testing that 
would be undertaken by an auditor in 
a normal situation with a normal de- 
gree of internal accounting control. 
And if the assumption of an error rate 
of not over 2% is erroneous, that fact 
should be disclosed by the test check. 
Thus, the intuitive conclusions of the 
auditor are supported mathematically. 
Sample sizes determined for general 
purposes are not suited for auditing 
purposes. 


POPULATIONS WITH A FEW 
LARGE ITEMS 


It would not be correct to assume 
that smaller tests suffice for all ac- 
counting populations regardless of the 
test’s objective. Again, without refer- 
ence to the mathematics, this has in- 
tuitive support. Small samples drawn 
from distorted populations may give 
misleading results. For example, take 
the case of an organization with a few 
very large customers whose aggregate 
balances at any one time completely 
overshadow the combined balances of 
the large number of smaller customers 
whose balances make up the largest 
part of the accounts receivable sched- 
ule. Obviously, a very limited test of 
the accounts receivable balances drawn 
at random from the entire list for the 
purpose of drawing some conclusion 
about the dollar amount of these ac- 
counts, could easily result in mislead- 
ing inferences, depending upon the ef- 
fect of the large balances on the 
sample. 


Statistically, the intuitive feeling is 
entirely valid. Sampling that results in 
some estimate or appraisal of the mag- 
nitude of items is different from sampl- 
ing for the frequency of occurrence 
of a particular event. The earlier il- 
lustration referred to the occurrence of 
an event and if, for example, it had 
been desired to sample the customers 
trial balance to determine the propor- 
tion of the customers with very large 
balances, the principles enunciated in 
the case of the adequacy of sample 
sizes would apply. On the other hand, 
if it were desired to know the dollar 
amount of some characteristic of the 
accounts receivable (e.g., aging or geo- 
graphical distribution), larger, rather 
than smaller, samples would be called 
for to be sure the larger balances were 
taken into account. 

From the statistical standpoint, the 
way to reduce the over-all sample size 
is to screen off the larger balances and 
examine or test them as a separate 
problem. This screening off reduces 
the variability of the remaining popu- 
lation and mathematically permits 
smaller sample sizes to achieve a par- 
ticular result. Such a solution is noth- 
ing new to the auditor. For genera- 
tions auditors have been emphasizing 
the large items in a particular group 
and testing the smaller ones. Again, 
intuitive conclusions are supported by 
mathematical calculations. 


RELATIVE VS. ABSOLUTE 
SAMPLE SIZES 


The reader of tables of sample sizes 
notices quickly that the sample sizes 
required to produce a certain confi- 
dence level and reliability are propor- 
tionately much larger for small fields 
than for the larger ones. This is illus- 
trated in Table I which is an extract 
from a table of sample sizes. 
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TABLE I 
SAMPLE SIZES FOR SAMPLING ATTRIBUTES 


For RANDOM SAMPLES ONLY 


Expected Rate of Occurrence Unknown (50%) 
Confidence Level 95% 


SAMPLE SIZE FOR RELIABILITY OF: 


Number of Items 








in field +2% +3% 
1,000 
2,000 696 
3,000 1,334 787 
4,000 1,500 842 
5,000 1,622 879 
6,000 1,715 906 
7,000 1,788 926 
8,000 1,847 942 
9,000 1,895 954 
10,000 1,936 964 
20,000 2,144 1,013 
50,000 yeh B | 1,045 
100,000 2,345 1,056 








+4% +5% +10% 
375 278 88 
462 322 92 
500 341 93 
$22 350 94 
536 337 94 
546 361 95 
553 364 95 
558 367 95 
563 368 95 
566 370 95 
583 377 96 
593 381 96 
597 383 96 





Statistically, in sampling for the char- 
acteristics of a population, the absolute 
sample size is more significant than the 
relation between it and total size of the 
population, particularly as the popu- 
lations get larger. It often comes as a 
shock to laymen to hear a statistician 
assert that it is possible to determine 
the characteristics of a population with- 
out knowing the total population. This 
is possible, but of course only where 
the populations are known to be very 
large. In contrast, auditors’ samples 
have often in the past been fixed pro- 
portionately to the size of the field 
examined. 

Which is right? The answer is to be 
found in the purpose for which the 
test is being conducted. Actually, 
there are cases where proportionate 
sample sizes are indicated statistically. 
They exist when the item being sought 
is significant, not in proportion to the 
total, but in absolute numbers. 


For example, among the delibera- 
tions leading up to the determination 
of the extent of a payroll test for false 
inclusion might be an estimate of the 
minimum number of names likely to 
be added to a payroll, because any 
smaller padding would not be worth 
while to the defaulter due to the low 
gain relative to the risk involved. Fur- 
thermore, such small peculations would 
not justify the audit expense involved 
in unearthing them. Assume that the 
figure of fifty is selected by the auditor 
as the minimum profitable padding. 
Even if the number of employees on 
the payroll doubles, this figure remains 
constant, but what is the effect of the 
doubling upon the sample size re- 
quired? Reference to Table II, which 
was distributed at a technical session 
of the New York State Society of 
Certified Public Accountants on May 
16, 1957, will show that the sample 
size likewise doubles. 
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TABLE II 
CHECKS TO BE EXAMINED 
FOR ASSURANCE OF DISCOVERY 


Number to be examined for 98.3% assur- 
ance that one “defalcation” check is in 


“DEFALCATION” CHECKS IN YEAR 





sample if following are total checks drawn 





in year: 5 100 200 300 
TOOOO) sais cheese 1,200 600 300 200 
SOU. escccctisacecescuvece 6,000 3,000 1,500 1,000 
BOQ OOO osc ssccccccccavssscessacee 12,000 6,000 3,000 2,000 
DOO OOO ssi alescessichcscece 24,000 12,000 6,000 4,000 





The point here is that the intuitive 
conclusion that sample sizes vary with 
field sizes is not necessarily invalid. It 
is actually correct in certain circum- 
stances. 


THE RECURRING EXAMINATION 


The application of the figures in 
statistical tables to individual audits 
has produced another reaction. This 
one relates to the accountant’s knowl- 
edge of the history of his client. Not 
only is an accountant likely to assert 
that his populations are different and 
require different treatment, but he may 
also assert that no recurring examina- 
tion stands completely on its own as to 
every test undertaken. We do not for- 
get the information learned from pre- 
vious examinations, nor do conditions 
change overnight. As a consequence, 
the application of statistical tables to 
individual examinations as_ separate 
sampling problems violates our sen- 
sibilities. 

Here again, statistical computations 
support our intuitive conclusion. The 
support is limited, however, to certain 
well-defined boundaries. Obviously, 
two successive samples will disclose 
more information about a population 
than will either one by itself. The in- 
formation disclosed, however, is limited 
strictly to conditions that existed dur- 
ing both samples. Conditions arising 


after the first sample has been extracted 
can only be tested by the second. This 
concept can be illustrated by the table 
below: 

PROBABILITY OF DISCLOSURE 








Condition Exam.I Exam.II Exam. Ill 
% % % 
WR et recktes 11 20 29 
Be cisecccics 43 68 82 
Sr icwiess 68 90 97 


This table shows the probabilities of 
disclosing certain conditions during 
one, two and three successive exam- 
inations assuming these conditions ex- 
isted for the entire three periods. An 
audit sample with an 11% probability 
of disclosing condition A in one year 
has a 29% probability of disclosing 
the same condition in three examina- 
tions. Likewise, condition C of which 
there is only a 68% probability of dis- 
closure during the first year is virtually 
certain to be disclosed if it continues 
for three successive examinations since 
the probabilities of bringing it to light 
are 97%. Once again, the intuitive 
conclusion is supported by the mathe- 
matical measurement. 


THE EFFECT OF INTERNAL 
CONTROL ON SAMPLE SIZES 


In the areas of difference mentioned 
so far, the major adjustment in think- 
ing is related to the auditor’s under- 
standing of statistical concepts. An 
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important difference of opinion remains 
to be reconciled. The effect of internal 
control upon the size of the audit 
sample is a factor not given effect to 
in the statisticians’ tables. On the other 
hand it is the official position of the 
accounting profession that the extent 
of testing which the auditor decides is 
appropriate, should be based upon his 
prior evaluation of the system of in- 
ternal control—the stronger the in- 
ternal control, the fewer the transac- 
tions tested. The relevant auditing 
standard states: “There is to be a 
proper study and evaluation of the ex- 
isting internal control as a basis for 
reliance thereon and for the determina- 
tion of the resultant extent of the tests 
to which auditing procedures are to be 
restricted.” 

Perhaps, here a re-examination of 
the accountants’ position is called for. 
There are signs that such a re-exam- 
ination is getting underway. It may be 
that a clear statement of the purpose 
of our audit tests in the light of our 
responsibility or lack of responsibility 
for the discovery of fraud will clarify 
the permissible degree of reliance upon 
internal control in determining sample 
sizes. Some writers have said that tests 
of internal control are designed to elicit 
information about the procedures and 
need not, therefore, have any relation 
to the size of the population, the in- 
ternal control being the factor upon 
which reliance is placed in giving an 
opinion on the accounts. The logical 
extension of this position is that abso- 
lute minimum tests are called for if 
inquiring into the workings of the sys- 
tem of internal control is the objective. 
Other writers have taken the position 
that weaknesses in internal check (the 
term used by some within the broader 
phrase internal control, referring to 
procedures having to do with the sub- 
division of duties) may require shifting 
of the timing of audit tests from interim 
to yearend but do not ordinarily re- 


quire the extension of audit tests per 
se; and that if internal accounting con- 
trol is something less than adequate it 
does not necessarily follow that the 
auditor must expand his testing unless 
the tests show that, because of loose- 
ness of the system, errors of conse- 
quence are being made. From the 
statisticians’ viewpoint, on the other 
hand, the reduction of the size of a 
sample produces a greater risk of draw- 
ing a misleading inference from that 
sample, all other things being equal. 
It is in this area that reconciliation of 
the two viewpoints is still to come. 


WHAT WE CAN CONCLUDE 


Perhaps, we can conclude at the 
present time that statistical methods 
will not revolutionize auditing to the 
extent that they outmode our entire 
present professional practice as to 
sampling methods. There is no ques- 
tion, however, in my mind that a 
sharper, more incisive kind of thinking 
is required to reconcile statistical and 
traditional ideas than may have been 
employed in the past. Statistical sam- 
pling is not something the accounting 
profession can brush off as being suited 
to a few of the specialized problems 
of the very large audits. 

Bertrand Russell once wrote, “Math- 
ematics possesses not only truth, but 
supreme beauty—a beauty cold and 
austere, like that of sculpture, without 
appeal to any part of our weaker na- 
ture, sublimely pure, and capable of 
a stern perfection such as only the 
greatest art can show.” A “cold and 
austere” appraisal of our objectives 
and purposes can only benefit us. We 
have in statistics a discipline that can 
be useful. More than that, by its study 
we can reap collateral benefits through 
improvements of our professional 
practice in areas where statistical 
methods are not actually applied. The 
result may very well be a clearer ex- 
pression of the reasons behind some 
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of our audit tests than has been made 
heretofore. 

I do not mean to imply that the 
adoption of the science of statistics by 
the art of auditing will be either imme- 
diate or total. We have to recognize, 
however, that there is continuing pres- 
sure for more efficiency in that part 
of the auditing process devoted solely 
to the gathering of evidence. This pres- 
sure is brought about by the increas- 
ing sophistication of our clients’ ac- 
counting procedures and the increas- 
ing cost of auditing. The latter, of 
course, reflects the upgrading in abil- 
ity, training and compensation of the 
average junior accountant since the 
war. The narrowing of the employ- 
ment pyramid and the disappearance 
of large numbers of temporary help 
from the staffs of the CPA firms are 
well known. 

Practitioners in auditing have stoutly 
maintained that theirs is an artistic, not 
scientific, profession. Nevertheless, the 
pressure for ever-increasing efficiency 
requires that the auditing profession 
consider every sound means for mini- 
mizing routine work. At the same time 
care must be taken that this minimizing 
is not simply an unjustified reduction 
of the work of gathering auditing evi- 
dence. If mathematical methods can 
be utilized to make our clients’ me- 
chanical and clerical operations more 
efficient, they should be able to do the 
same for us. 


THE NEED TO EXPLORE 
STATISTICAL TECHNIQUES 


The proper employment of statisti- 
cal methods in auditing, however, re- 
quires inquiry by accountants into 
these methods. Accountants should be 
jealous of their professional responsi- 
bilities and should not expect the 
statisticians as a group to take the 
lead in exploring the possibilities of 
a transferral of techniques. Further- 
more, this study cannot be relegated 
to a few within the profession with 
the idea that they will formulate gen- 
erally accepted auditing standards at 
which point the auditing profession 
generally will put them into practice. 

So far, I am convinced, the possibili- 
ties of mathematical methods in audit- 
ing have not been deeply explored. A 
decade hence we shall look back with 
mild amusement upon our primitive 
efforts in this area. At the same time, 
it is my feeling that the systematizing 
of the processes of auditing concerned 
with the gathering of evidence, which 
will always be necessary, will empha- 
size the rightful importance of the 
professional aspects of accountancy. 
The parallels between the intuitive and 
mathematical approaches to auditing 
problems strengthen my belief that the 
accounting profession can only gain 
by more appreciation of and inquiry 
into statistical sampling. 





ECONOMIC INDEPENDENCE 


Economic independence is an important professional char- 
acteristic. It usually would be difficult for an employee working 
for wages to feel confident that he was keeping in mind the way 
his work might affect the possible interests of parties other than 
his employer. This is something the professional accountant 
must think of constantly. He must feel able to stand the loss 
of fees if he has to decline to complete an engagement because 


of professional scruples. 


A. C. LITTLETON, “Structure of Accounting Theory,” 
American Accounting Association Monograph No. 5, 1953 
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Internal Control In Employee 


Benefit Funds 


By HERBERT K. BARD, CPA 


A great number of employee pension and welfare plans operate 
through the medium of a trust fund. The author reviews the 
major procedural problems in the administration of these trust 
funds and discusses the systems and internal control pro- 
cedures which may be employed for the protection of the 
fund and its beneficiaries. The control areas covered in this 
article, which are peculiar to such funds, are collection of con- 
tributions, investments, insurance premiums, benefit claims, 


and eligibility records. 


IN o two employee benefit funds are 
exactly alike. There are variations in 
scope of coverage, membership size, 
contribution procedures, eligibility re- 
quirements and methods for providing 
benefits. Thus, internal control prob- 
lems vary accordingly, in welfare funds 
providing life insurance, hospitaliza- 
tion, surgical and disability benefits; in 
pension funds with or without vesting 
features; in self-insured versus insured 
funds; in single employer and in multi- 
employer funds. 

Apart from the bonding of em- 
ployees and cash and other procedures 
which present problems common to all 
types of organizations, there are cer- 
tain internal control problems that are 
peculiar to employee benefit funds. 
Funds should be especially concerned 
with the prevention of excessive insur- 
ance charges, with loopholes in contri- 
bution collection procedures, and with 





HERBERT K. BARD, CPA, is a member 
of our Society’s Committee on Employee 
Benefit Plans. Mr. Bard is associated with 
the firm of Shocket and Herzig, certified 
public accountants. 


the proper accumulation of employee 
eligibility records and the proper pay- 
ment of benefit claims. 

The form of internal control de- 
pends in great measure upon the size 
of the fund involved. The very large 
funds not only permit adequate segre- 
gation of functions but may even em- 
ploy an internal audit staff or at least 
one internal auditor. Even the mod- 
erate-sized funds may permit satisfac- 
tory internal control through segre- 
gation or rotation of duties. The very 
small funds with only one or two em- 
ployees may find it difficult to achieve 
strong internal control but, because of 
their very smallness, the trustees may 
be closer to the situation and should 
take a large part in authorizing trans- 
actions before they are consummated 
and in reviewing them afterwards. 


COLLECTION OF CONTRIBUTIONS 

In the day to day operations of an 
employee benefit trust fund the first 
step is the collection of contributions. 
It is always the responsibility of the 
fund to ascertain that all contributions 
due are received. In a single-employer 
fund, payroll is simply matched against 
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contributions received at the agreed 
rates and the proof of contributions is 
thereby attained. This would apply to 
employee as well as employer contri- 
butions. Earnings and direct employee 
contributions, if collected by the fund, 
are then posted to individual employee 
accounts called eligibility records. 
These records are used as the basis 
for future eligibility determinations and 
benefit payments. Where contributions 
are computed differently for individual 
employees, the amounts credited must 
be verified with employee records in- 
dicating the agreed rate of contribu- 
tions. This can be done simultaneously 
with the posting of employee eligibility 
records if the required rate is noted on 
the employee record. Internal audit 
procedures would normally include 
tests of this function. 

Multi-employer, or jointly managed 
funds, require more complicated pro- 
cedures, which actually involve ex- 
ternal as well as internal controls. 
These are developed in a number of 
ways depending upon the type of in- 
dustry and the manner in which the 
fund is set up. For example, the United 
Mine Workers Welfare and Retirement 
Fund collects contributions from the 
participating coal operators. Contri- 
butions consist of royalties on tonnage 
produced. This type of setup has a 
built-in control. Production figures for 
each operator can be verified with pub- 
lished statistics required by govern- 
mental agencies. 

In the New York plastering industry 
denominated stamps are sold by the 
fund to participating employers. The 
stamps are to be given to the employ- 
ees with their weekly pay. Here, the 
employee is the control factor. He 
knows that he has to receive and then 
redeem the stamps for eligibility credit 
at the fund office because benefits are 
predicated upon the value of stamps 
earned. The stamps are pasted in a 
book by the employee when received 


and then redeemed at the fund twice 
a year. The employee is given a pre- 
numbered receipt for the value of 
stamps turned in to the fund. A 
stamps-redeemed record is kept and 
amounts are posted to individual em- 
ployee eligibility cards. Strict control 
over unsold stamps is accomplished 
through the use of stamp serial num- 
bers, inventory records and periodic 
physical counts. 

Frequently, in multi-employer funds, 
reports indicating employee earnings 
or period of time worked are mailed 
by employers to the fund office along 
with the contribution. Personal col- 
lections by third parties, such as busi- 
ness agents or other personnel, should 
be avoided. In some funds, remit- 
tances and reports are mailed by em- 
ployers directly to the funds’ deposi- 
tory bank. The bank then delivers the 
employer reports and detailed deposit 
advices to the fund office where they 
are checked for accuracy and then 
processed. It is required that any 
errors noted on reports be brought to 
the attention of the submitting em- 
ployer by written communication. A 
record of all open differences should be 
kept for follow-up. 

A subsidiary employers ledger 
posted from the cash receipts journal 
should be maintained by the fund to 
provide a contributions record of in- 
dividual employers. Periodic review 
of the employers ledger or employee 
report records by selected fund per- 
sonnel is necessary to spot delinquent 
contributors. Where practicable, per- 
sonnel may be rotated for this function. 
The possibility exists that contributions 
may be credited improperly in the em- 
ployers ledger. To avoid this, identi- 
fication of accounts by name and fund 
number will prove helpful. Tests of 
postings from employer reports and 
cash receipts to the employers ledger 
should be included in internal audit 
procedures. 
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There are other methods that can 
be used to insure proper receipt of 
contributions. A checklist should be 
kept of employers for use where a 
significant lapse of time exists between 
contributions. Letters of inquiry should 
be mailed and followed up in these 
cases. Information as to the addition 
or deletion of employers should be 
checked with the union or employer 
association offices. Frequently, trust 
agreements provide that penalties be 
assessed against delinquent contribu- 
tors and late payors. Where permitted 
by the trust agreement, independent 
auditors engaged by the fund, or its 
own auditing staff, may undertake 
audits of employer payroll records. 
Shop stewards may be required to 
submit periodic reports of the number 
or names of men employed for com- 
parison with employer reports. Where 
feasible, employee W-2 slips can be 
compared with individual eligibility 
records, thus verifying the proper 
accumulation of those records as well 
as the accuracy of employer reports. 
Funds may require a statement from 
the employers’ independent auditors 
as to the accuracy of contributions 
paid. Surety bonds are furnished in 
certain plans by the participating em- 
ployers and are forfeited to the fund 
when contributions due are not paid. 
This insures the payment of items that 
might otherwise be lost under bank- 
ruptcy or other situations. 

There is more than one way to over- 
come the contributions problem and 
it is suggested that a combination of 
some of the methods discussed will 
serve to prevent loopholes in collec- 
tion procedures. 


DISBURSEMENTS OF THE FUND 

The next functional category in the 
operations of a fund is disbursements 
under which are found the purchase 
of investments, the payment of insur- 
ance premiums or benefit claims in a 


self-insured fund, and then the usual 
administrative expenses of the fund. 
Frequently, two separate bank ac- 
counts are established, the regular 
account subject to withdrawal only on 
checks signed by trustees in payment 
for the purchase of investments, insur- 
ance premiums and other major items; 
and an operating account maintained 
on an imprest basis for such items as 
rent, stationery and payroll, with 
checks signed by a trustee-appointed 
administrator, by the trustees, or by the 
administrator and countersigned by one 
of the trustees. Deposits to this latter 
account should be limited to transfers 
from the regular account and the bank 
should be so instructed. In a self- 
insured fund, the administrator and 
one of the trustees may be permitted 
to sign checks in payment of authorized 
benefit claims. It is elementary that 
where two signatures are required it 
would be bad practice for one of the 
parties to sign blank checks in advance. 


INVESTMENTS 


In many cases either a custodian or 
a corporate trust account is established 
with a bank for the purpose of buying 
or selling securities and servicing in- 
vestments. This then relieves the fund 
to a certain extent from the problems 
involved in handling securities. The 
corporate-trustee plan has many ad- 
vantages. Investment decisions are 
made by professionals, high grade 
securities are purchased, and securities 
and income are accounted for by a 
reliable custodian. The fund may re- 
serve to itself veto power over pro- 
posed investments. Accountings should 
be made at least quarterly to the fund. 
An annual statement summarizing all 
transactions should be submitted by 
the corporate trustee and should be 
reviewed at the fund. 

If securities are held directly by the 
fund, emphasis should be placed on 
safekeeping procedures, inventory rec- 
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ords and periodic physical counts. 
Securities should be stored in a vault 
with access restricted to authorized 
officials of the fund, the presence of 
two officials being required. 

It is desirable that a record of indi- 
vidual investments be maintained with 
income details indicated. Data for 
bonds and mortgages would include 
costs, quantities, purchase and sale 
dates, rate of interest, maturity date, 
interest date payments and interest 
received. In the same manner a record 
of stocks would include dividend dates, 
dividends received, stock split-ups, 
stock rights, and stock dividends. 
When this is done, then in the case 
of publicly traded securities, income 
and other distributions received can 
be verified with published services. 
‘Lhis procedure of checking receipts to 
standard publications may be followed 
even where there is a corporate trus- 
tee, in order to minimize any errors. 
Con inuing review of the status and 
market value of investments is neces- 
sary to provide the best obtainable 
rate of yield, safety and growth. 

Where real estate investments are 
held, procedures such as those used 
by commercial real estate firms should 
be utilized. This may include manage- 
ment of the property by a reputable 
organization, maintenance of a rent 
roll and an audit of transactions. 

Generally speaking, the trustees 
should be aware of the “prudent man” 
tule of law when considering invest- 
ments. In New York State, Article 
III-A of the Insurance Law, and Arti- 
cle I-A of the Banking Law, con- 
cerned with multi-employer funds, hold 
that trustees are responsible in a 
fiduciary capacity for the assets of 
a fund. Certain types of investments 
may be prohibited to the fund by the 
trust agreement and applicable legis- 
lation. Loans to officials, investments 
in the securities of an employer, in- 
vestments in affiliated companies and 


purchase of unlisted securities may be 
prohibited. For example, Section 503 
of the Internal Revenue Code of 1954 
describes investments and other trans- 
actions that will result in the denial of 
tax exemption if engaged in by the 
fund. The trust agreement itself may 
permit investments only in government 
securities. This is the case in a num- 
ber of funds. Other trusts may pro- 
hibit loans to interested parties. It is 
illegal in New York State under the 
Insurance and Banking Laws, for a 
multi-employer fund to make loans to 
trustees, participating labor organiza- 
tions and employers, or to the em- 
ployees or agents of such persons. 
In the situation where no investment 
policy is prescribed by a trust agree- 
ment, investments may be limited to 
“legals” of the particular state in which 
the fund is located. 

In view of the various restrictions 
outlined above as well as the possi- 
bility of unethical practices, investiga- 
tion and approval by the trustees of 
all investments would be necessary for 
good internal control. 


INSURANCE PREMIUMS 


As to the purchase of insurance 
coverage for welfare funds, there has 
been some publicity in the recent past 
concerning irregular practices with 
reference to insurance company reten- 
tion charges and brokers’ commissions. 
Group insurance for funds is normally 
written on a retention basis. The net 
premium for the year is based on the 
total of claims paid and a reserve for 
claims incurred but not paid, plus an 
amount for expense and profit to be 
retained by the insurance carrier. In 
order to secure maximum benefits at 
a minimum cost, proposals have been 
made that funds should purchase in- 
surance coverage through competitive 
bidding on a low retention basis. 

The National Association of Insur- 
ance Commissioners has published a 
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pamphlet for the insurance industry 
entitled, “Code of Ethical Practices 
With Respect to the Insuring of the 
Benefits of Union or Union-Manage- 
ment Welfare and Pension Funds.” 
A knowledge of the code would greatly 
assist any prospective purchaser of 
insurance. Copies may be obtained 
from the Association at 160 N. LaSalle 
Street, Chicago 1, Illinois. The code 
suggests that different forms of cover- 
age such as hospital, medical and sur- 
gical care should be combined for 
commission purposes to effect a lower 
scale of commissions and thereby re- 
duce costs. The code also includes a 
table suggesting a generally acceptable 
range of commission rates, stipulations 
concerning fees and allowances and 
other items of interest. 

Circumstances surrounding any 
change in carriers should be thoroughly 
investigated by the trustees since initial 
commissions are considerably higher 
than renewals, and this has been an 
area of abuse in the past. The report 
of the U. S. Senate Committee on 
Labor and Public Welfare (April 
1956) indicates that in some funds 
dividend refunds on insurance prem- 
iums were diverted and never received 
by the fund. Situations where inter- 
ested parties may receive fee splits 
and kickbacks should be carefully 
avoided. To control these possibilities 
the trustees should be thoroughly fami- 
liar with details of the insurance con- 
tract; information as to claims paid, 
amounts retained by the carrier and 
commissions, fees and allowances 
should be secured from the insurance 
carriers and should be reviewed. The 
New York State Insurance and Bank- 
ing laws require that such information 
be furnished to the fund trustees for 
inclusion in annual reports. The fed- 
eral Welfare and Pension Plans Dis- 
closure Act also requires this informa- 
tion in annual reports to be filed with 
the Department of Labor. 


BENEFIT CLAIMS 

Where pension funds have been 
established, the trustees should approve 
the payment of retirement benefits to 
individual members upon submission 
of evidence as to eligibility. Evidence 
will normally consist of proof of age, 
length of service, the employee’s eligi- 
bility records and, where necessary, 
corroborating statements from em- 
ployers or union officials as to past 
service. Appearance before officials of 
the fund may be required or notarized 
forms may be used to document pen- 
sion eligibility. Other procedures are 
necessary to prevent the misappropria- 
tion and continuance of regular pen- 
sion payments where the employee has 
died or where, in some plans, eligi- 
bility is forfeited by an employee when 
he reenters employment in the indus- 
try. Future postings from employers’ 
reports to members’ records will indi- 
cate if pensioned employees are violat- 
ing eligibility restrictions. Life insur- 
ance benefits which may be paid by an 
affiliated welfare fund will suggest 
when pension payments are to be 
terminated. 

To avoid the unauthorized conver- 
sion of pension payments, the endorse- 
ments on cancelled checks should be 
tested to employee signatures retained 
by the fund. Ordinarily, individual 
signatures should be checked at least 
twice a year where monthly payments 
are made. As a further precaution, 
personnel may be rotated for this 
procedure. 

Procedures for handling benefit 
claims in welfare plans may vary de- 
pending upon whether benefits are fur- 
nished by a medical center maintained 
by the fund, are paid directly under 
self-insured plans, or are underwritten 
by an insurance carrier. Where medi- 
cal care is furnished by the fund’s 
own medical staff or participating phy- 
sicians, systems procedures should be 
installed that will restrict treatment 
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only to eligible fund members. A fund 
identification card and union member- 
ship card may be helpful in this re- 
spect, and a complete medical history 
should be maintained for each member. 

In self-insured plans, medical and 
surgical fees are generally paid directly 
to physicians in accordance with an 
established schedule of rates. A claim 
file should be kept for each member. 
Approval should be noted for eligi- 
bility qualification, and physicians rate 
charges and claim applications should 
be reviewed by competent supervisory 
personnel. The checking of eligibility 
and the payment of claims should be 
separate functions, performed by dif- 
ferent individuals. 

Eligibility requirements may vary 
widely in different funds. Mere mem- 
bership in the union, minimum earn- 
ings requirements, or length of time 
employed may be the criteria used. 
Where disability or supplemental un- 
employment benefits are paid by the 
fund, a system must be devised that 
will prevent extended payments where 
they are only meant to last a specific 
period, and prevent payments when 
eligibility ceases upon reemployment. 
Physician and employer statements are 
necessary for payment of disability 
benefits and unemployment benefit 
payments may be tied in with state 
procedures. In most cases there is a 
maximum limitation on the number 
of weeks benefits are to be paid. The 
number and amount of authorized pay- 
ments should be noted on employee 
records containing postings of benefits 
paid and these records should be re- 
ferred to when weekly payments are 
prepared. 

Similar procedures are also neces- 
Sary in plans that are insured. Since 
many carriers base premium charges 
for the policy period on the cost of 
claims plus a retention fee, insurance 
costs may be increased by excessive 
paymert of claims. In some instances 


the fund will prepare and issue a draft 
on the insurance company in payment 
of an approved claim and copies of 
documents pertinent to the claim are 
then sent to the company for further 
approval. In other cases, the insur- 
ance carrier makes payment directly 
on approved claims transmitted by 
the fund office. In either event, the 
fund should closely supervise the 
approval and payment of claims. A 
record of claims paid should be kept 
for comparison with the insurance 
company’s calculation of earned prem- 
iums and retention charges. 

In the code of the National Asso- 
ciation of Insurance Commissioners 
previously referred to, there is a pro- 
vision relating to claims paid by fund 
drafts on insurance companies. The 
code states that “insurers should make 
periodic audits of benefit payments 
made on their behalf by fund adminis- 
trators or others. The results of such 
audits should be available to the trus- 
tees of the fund.” In this connection, 
the trustees should require a statement 
from the insurance company indicat- 
ing the extent of such audits, as well 
as the results, to determine if any 
changes are necessary in internal pro- 
cedures of the fund. 

In order to preclude improper pay- 
ment of claims, whether a pension or 
welfare fund is insured or self-insured, 
emphasis should always be placed on 
the checking of employee eligibility 
and the review of evidence as to the 
basis for benefit claims. 


ADMINISTRATIVE COSTS 


Trustee review and supervision are 
of great importance where adminis- 
trative expenditures are concerned. If 
a small fund is involved the trustees 
should sign all checks over a stipu- 
lated amount and the bank should be 
instructed to reject items signed by the 
fund administrator which are in excess 
of that amount. Supporting documents 
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and invoices should be examined by 
the trustees when signing checks. 

Where a separate bank account is 
kept for operating expenses and the 
administrator is authorized to sign 
checks, he might be required to sub- 
mit a list of the items together with the 
related invoices and supporting vouch- 
ers for approval at the trustees’ 
monthly meetings. This schedule can 
then be attached to the minutes and 
checked by internal audit to the books 
of account. 

If necessary, a purchase order sys- 
tem for expenses might be instituted. 
Salaries of the fund employees should 
be authorized by the trustees and over- 
time payments should carry their ap- 
proval. An annual inventory of furni- 
ture and equipment should be taken 
for comparison with the fixed assets 
ledger, where the amounts involved 
are considered material. 

Expenditures involving substantial 
sums such as those for furniture and 
equipment, service contracts and pro- 
fessional fees should require the ap- 
proval of the trustees before being 
contracted for. Where the fund is 
jointly administered, signatures of both 
an employer designated trustee and 
an employee trustee might be required 
on checks. All expenditures should 
be reviewed to determine if the 
charges by suppliers are proper. 


ELIGIBILITY RECORDS 

In the area between receipts and 
disbursements lies the problem of 
proper maintenance of eligibility rec- 
ords. Employee records are necessary 
to indicate eligibility for benefits and 
benefits earned, and also to compute 
insurance premiums. If the fund is 
self-insured, these records are used in 
actuarial determinations. Punched 
cards, punched tape, or electronic 
computers are undoubtedly the best 
method for keeping individual em- 
ployee eligibility records in single- 


employer as well as in multi-employer 
funds. In the various building trades, 
for instance, where men are constantly 
shifting from one employer to another, 
some type of machine accounting 
would certainly be almost indispen- 
sable. If the size of the fund does not 
warrant the installation of data pro- 
cessing equipment, there are outside 
tabulating services that will take on 
the job. 

The individual employee’s account 
should include the employee’s name, 
fund and social security number, direct 
contributions if any, time or earnings 
being credited, date, and employer 
identification. Proof of postings and a 
tie in with contributions received 
should be established daily by ¢om- 
paring the total of the individual em- 
ployee postings with data from the 
cash receipts records. Internal tests 
of postings to employee accounts 
should be undertaken by the fund to 
verify that the employees are being 
properly credited. 
~ The one basic control in this area of 
eligibility comes into play when the 
employee applying for benefits is 
turned down and he is told that he 
has not worked the specified period 
or earned the required sum to qualify. 
If the employee can prove otherwise, 
error in the eligibility record or in 
reported contributions will be dis- 
closed. It is advisable that members 
be informed of their right to request 
confirmation of their eligibility status. 
Although this may place a slight bur- 
den on the fund, it provides an excel- 
lent method for detecting delinquent 
contributors and inaccuracies in the 
records. As a matter of policy, some 
funds mail statements to employees 
which reflect earnings credited for the 
year. Obviously, it is in the best inter- 
ests of an employee to challenge any 
shortage and the fund office is sure 
to hear about it. 
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Accounting for 


Theatrical Productions 


By WILLIAM BARNETT, CPA, and ARTHUR B. GREENE, CPA 


This article takes the reader, step by step, through the various 
stages in the financial life of a theatrical production, commencing 
with its inception and continuing until its closing. Basic account- 
ing and auditing procedures and reporting requirements are dis- 
cussed, including the production budget, weekly settlement with 
the theatre and reports to backers. Because of their account- 
ing and auditing significance, extensive consideration is given 
to the manifold contracts entered into with producers, play- 
wrights, limited partners, and others having a contractual rela- 


tionship with the enterprise. 


Tue objective of all parties involved 
in a theatrical production is that it be 
both an artistic and financial success. 
Of course, the artistic details must be 
left to the producers and the creative 
people participating in the venture. 
Similarly, the financial success will be 
the responsibility of the producers and 
the rersons on whom they rely for fi- 
nari lance. The certified public 
accountant, who is engaged by the 
producer, can be most helpful to man- 
agement in matters of fiscal policy. 
Furthermore, it is important that the 
accountant be called upon early in the 
life of the project, as many decisions to 
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be made shortly after formation will 
go a long way toward determining its 
eventual financial success. 


PRE-PRODUCTION PERIOD 


The first step taken by the producer 
involves the selection of the play and 
the acquisition of the production rights 
to the property. Usually the producer 
will negotiate with the playwright’s 
agent, and the terms of his agreement 
are determined to a great extent by 
standard contracts prepared by guilds 
or unions within the industry. Of 
course, the standard contract will be 
merely a guide, and the producer’s at- 
torney will join in the contract nego- 
tiations. At this point the accountant 
can be helpful in determining the pro- 
ducer’s financial requirements before 
he enters into any commitments. The 
scope of the producer’s production 
plans will determine what rights he 
must acquire and what he can afford 
to give for them. Budgets should be 
projected even before the property is 
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acquired so that the financial structure 
will have a firm foundation. 


PRODUCTON AND OPERATING BUDGETS 


A production budget should be pre- 
pared to show the total financial re- 
quirements necessary to bring the pres- 
entation to its Broadway opening after 
the usual tryout period. This budget 
will show the total anticipated costs of 
the production, categorized as follows: 


1. Sets, properties, sound and light- 
ing equipment (including fees to vari- 
ous designers). 

2. Costumes (including fee to de- 
signer). 

3. Music copying and arranging. 

4. Equipment rentals (usually first 
three weeks). 

5. Fees to directors (stage, chore- 
ographer and musical). 

6. Rehearsal salaries 
payroll taxes). 

7. Theatre rentals for rehearsals. 

8. Publicity (advertising, photos, 
signs, press agent’s salary and press 
expense). 

9. Travel expenses. 

10. Hauling, taking in and setting 
up production. 

11. Legal and accounting fees. 

12. Office charge of producer (a 
weekly fixed charge for services and 
facilities, commencing usually two 
weeks before rehearsal’. 

13. Insurance. 

14. Amounts advanced by the pro- 
ducer for various pre-production ex- 
penses. 

15. Estimated 
town tryout tour. 

16. Performance bonds to be posted 
with the various theatrical unions 
guaranteeing fulfillment of contracts. 

17. Theatre deposits (minimum 
guarantees). 

18. Cash reserve for contingencies. 


In addition, a budget of estimated 


(including 


loss from  out-of- 


weekly operating expenses should be 
prepared showing what the running 
costs will be at various levels of weekly 
gross box office receipts. This budget 
should be reviewed when leasing a 
theatre, in order to be sure that the 
theatre’s capacity is adequate to pro- 
duce the gross receipts necessary to 
cover the operating expenses and pro- 
vide for a reasonable profit. 

In addition to serving as a guide to 
management, the two budgets men- 
tioned above will also be presented to 
prospective investors for their use in 
deciding whether to participate in the 
venture. 

Frequently, and unfortunately, the 
accountant is not engaged until after 
some of the preliminary steps have 
already been taken. In such a case, he 
must carefully review all that has oc- 
curred prior to his engagement, in 
order to have a complete picture of the 
operation from its inception. 


CONTRACTS 


As a basis for his audit, the account- 
ant will be guided by pertinent infor- 
mation which is obtained from the 
various contracts. Following is a list 
of these contracts and the information 
to be extracted. 

Co-production agreement. If there 
is more than one producer, a co-pro- 
duction agreement will be entered into, 
defining the responsibilities of the pro- 
ducers and showing how the producers’ 
share of the profits is to be distributed. 

Playwright or author’s contract. The 
contract with the author or playwright 
is the agreement whereby the producer 
cequires the property. Usually this 
contract is entered into between the 
producers and authors and defines the 
specific rights given to the producers. 
In addition to the first-class stage rights, 
the producer acquires, under certain 
conditions, subsidiary rights such as 
Canadian, foreign, radio, television, 
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motion picture, amateur, theatrical 
stock rights, and record sales. It also 
specifies what the producer must give 
for these rights. Usually the producer 
pays a certain amount for an option 
to produce the play within a specified 
period of time. The option agreement 
provides for further payments if the 
option is renewed by the producer. The 
agreement also provides for a royalty 
payment to the authors usually based 
upon a percentage of the gross box 
office receipts from the presentation 
of the play. The contract usually au- 
thorizes the producer to assign his 
rights to the property to a business 
organization which he will cause to be 
formed and in which he will partici- 
pate. This contract is called the Mini- 
mum Basic Production Contract and 
is countersigned by The Dramatists’ 
Guild. 

Limited partnership agreement. The 
most common form of theatrical or- 
ganization in use today is the limited 
partnership. A standard form of theat- 
rical limited partnership agreement has 
been developed and is widely used. 
This agreement defines the objectives 
of the organization and outlines the 
rights and responsibilities of the gen- 
eral and limited partners. The general 
partners are usually the producers who 
initiate the organization, raise the 
necessary capital, supervise the pre- 
liminary production details and man- 
age its operation. For this, the general 
partners customarily receive 50 percent 
of the partnership net profits after the 
original investment has been recouped. 
The general partners are liable to part- 
nership creditors for all debts incurred 
beyond the original capital. The limited 
partners, who provide the capital, 
usually receive a 50 percent interest in 
the partnership profits after their orig- 
inal investment has been returned to 
them. (Assume that a production is 
capitalized at $100,000. For every 


$1,000 or 1 percent of the total capital 
contributed, the limited partners will 
receive one-half of 1 percent of the 
total partnership net profits.) The lia- 
bility of the limited partners is limited 
to the amount of capital pledged plus, 
when provided for in the contract, and 
at the option of the general partners, 
an overcall of a stated percentage of 
the original investment, usually 10 to 
20 percent. 


In addition to outlining the rights 
and responsibilities of the general and 
limited partners, the limited partner- 
ship agreement will show all advances 
and commitments made for the produc- 
tion to date by the producers. It also 
gives the dates by which all production 
capital must be raised. If the entire 
production capital is not received by 
the specified date, all contributions 
must be returned to the investors. The 
standard form of agreement also pro- 
hibits the use of partnership capital 
by the general partners until the ag- 
gregate of the capital has been de- 
posited to the partnership account and 
the partnership has its legal inception. 


An important part of the audit is the 
examination of the signed limited part- 
nership agreement and the determina- 
tion that the full capital is pledged, re- 
ceived, deposited to the partnership 
bank account and properly credited to 
the investors’ capital account on the 
books of the company. It is a good 
idea for the accountant to read or see 
the play at an early date in order to 
further familiarize himself with the 
production and its physical require- 
ments. 


Contracts with director; choreogra- 
pher; musical director; scenic, costume. 
and lighting designers; company mana- 
ger; press agent; cast and crew. The 
auditor should examine these contracts 
to determine their duration and the 
amounts authorized as fees, advances, 
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weekly compensation, royalties, and 
out-of-town subsistence allowances. 

Contracts with recording, sheet 
music, and souvenir program com- 
panies. These contracts are licensing 
agreements providing for the payment 
of royalties based upon the number of 
records, sheet music, and programs 
sold. These contracts will show the 
participating parties and the manner 
in which the royalties are computed 
and paid. 

Contracts for the sale of motion pic- 
ture, television, theatrical stock, for- 
eign and commercial rights. The audi- 
tor should examine these contracts to 
ascertain that their terms are being 
complied with: and that the proceeds 
from the sale of the various rights are 
properly apportioned. The agreement 
between the producing company and 
the playwright sets forth the sharing 
terms which are usually 60 percent to 
the author, with the producing com- 
pany receiving 40 percent after the 
deduction of the negotiator’s fees or 
commissions. In recent years there 
have been sales of subsidiary rights 
even before the show has opened. In 
these circumstances, consideration 
should be given to their financial effect 
on the budget of the production. Dis- 
closure of this information to prospec- 
tive investors may serve to encourage 
investment. 

Contracts with theatres. The con- 
tract for rental of the theatre is en- 
tered into between the theatre operator 
and the producing company. The 
principal contract will be with the op- 
erator of the New York City theatre 
where the play is to settle for its perma- 
nent run. However, contracts will have 
to be examined with all out-of-town 
theatres in which the production will 
play during its tryout period. The 
agreements set forth the amount of rent 
that the production must pay for use 
of the theatre. In addition, the agree- 


ment may provide for such matters as 
sharing of expenses of advertising, 
mailing, extra stage hands and musi- 
cians, taking in and out expenses (i.e., 
costs incurred in setting up and in 
removing physical productions), thea- 
tre signs and houseboards, and oper- 
ation of a cooling system. It will also 
state the duration of the contract and 
include a stop clause stating minimum 
box office receipts below which a clos- 
ing notice may be given. 

Another type of rental contract is 
the so-called “Four Wall Deal,” in 
common use in Off-Broadway produc- 
tions. Generally, in these situations 
the theatre provides only the four walls, 
and the producer is responsible for all 
the theatre operating expenses. 

Contracts with equipment rental com- 
panies. These contracts are usually on 
a weekly basis, providing for a fixed 
rate for the first three weeks with pro- 
vision for a lesser weekly rental after 
the initial period. Sometimes the con- 
tract will contain a provision allowing 
the lessee to purchase the equipment 
and apply a portion of the rents paid 
against the purchase price when cer- 
tain conditions are met. 


PRODUCTION AND TRYOUT COSTS 


After the company has had its legal 
inception, the producer will enter into 
production contracts and start casting 
in preparation for the rehearsal period. 
A show will generally be in rehearsal 
for several weeks before embarking on 
its out-of-town tryout tour. The tryout 
period usually lasts for three to five 
weeks in cities proximate to New York 
and gives the producers an oppor- 
tunity to see the production and make 
all necessary revisions before exposing 
the finished product to the New York 
opening audience. All costs incurred 
up to the Broadway opening are con- 
sidered to be Production Costs. These 
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are the same as those listed previously 
in the discussion on budgets, with the 
exception of performance bonds, thea- 
tre deposits and cash reserves. 


WEEKLY SETTLEMENT 
WITH THEATRE 


The production is now ready for its 
Broadway opening. A contract will be 
entered into whereby the theatre main- 
tains control of the box office and the 
distribution of tickets and agrees to 
provide a designated theatre in which 
the producing company will present its 
play. The contract will further pro- 
vide for a weekly settlement whereby 
the theatre will remit to the company 
the total gross box office receipts less 
a certain percentage to be retained by 
the theatre representing rent. In addi- 
tion, the theatre will deduct amounts 
due for any advances made for the 
company during the week. Adjust- 
ments will also be made for any ex- 
penses which are to be shared between 
the theatre and the company. It is 
important that the certified public ac- 
countant see that the terms of the 
theatre rental contract are strictly ad- 
hered to in the weekly settlement. 

After every performance, the box 
office treasurer and the company man- 
ager will verify the unsold tickets and 
agree upon the box office receipts for 
that performance. Both parties sign 
the daily box office statement which is 
summarized weekly to reflect the total 
sold and unsold tickets and the total 
receipts for the week. The auditor 
should verify the box office statements 
for mathematical accuracy. A recon- 
ciliation can be made by deducting the 
total dollar value of the unsold tickets 
from the total capacity to arrive at the 
dollar value of the sold tickets. A fur- 





ther verification can be made by re- 
viewing copies of excise tax returns 
which are filed by the theatre.* 


REPORTS TO BACKERS 


As the settlement with the theatre is 
made weekly, the accountants will pre- 
pare weekly operating statements to be 
submitted to the partners for their in- 
formation and guidance. These state- 
ments show the box office receipts, the 
deduction for the theatre’s share, and 
the balance representing the company’s 
share. From this balance the weekly 
expenses, which are listed substantially 
as follows, are deducted to arrive at 
the weekly net profit. 


Salaries 


Cast 

Stage Managers 
Musicians, if any, 
theatre 

Stage crew and charges by the theatre 
Wardrobe and dressers 

Press agent 

Company and general managers 


and charges by 


Royalties 


Author 
Director 
Others 


Publicity 
Advertising oo 
Circularizing and subscriptions 


Photos, signs, printing, etc. 
Press agent’s expense 


Departmental 


Electrical 

Carpentry 
Wardrobe 
Property 


Rentals 





Electrical equipment 
Sound equipment 
Others 


Road Expenses (if on tour) 





Hotel and transportation 
Hauling 
Managers’ expenses 


* For a detailed presentation of the accounting and auditing procedures related to box 
Office receipts, see the article by Robert M. Carr, “Accounting Controls for Box Office 
Receipts,” The New York Certified Public Accountant, May 1957, pp. 331-339. 
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Other Expenses 


Payroll taxes 

Producer’s weekly office charge 
Insurance 

Auditing 

Dues to League of New York Theatres 
Producer’s management fee 

New York City gross receipts taxes 


Of course, the company manager 
must submit to the auditor all vouchers 
to substantiate the expenses incurred 
by the company, regardless of whether 
they were paid directly by the company 
or through the theatre’s box office. 

The limited partnership agreement 
normally requires that the general part- 
ners shall furnish each limited partner 
with the following reports: 

1. Statement of production costs. 
This is submitted not later than thirty 
days after the opening of the play in 


New York City and includes, as pre- 
viously stated, the items enumerated 
in the prior discussion on the produc- 
tion budget except for items 16, 17 
and 18. 

2. Statement of operations. This is 
submitted as long as the play is being 
presented as a first-class attraction by 
the partnership. 

These statements are broken down 
by weeks and, in addition, contain a 
cumulative financial summary to date. 
The form of the operating statements 
is explained above. The financial sum- 
mary is a form of balance sheet and is 
usually set up as follows, hypothetical 
figures being used for illustrative pur- 
poses. The statement date is customar- 
ily as of the last Saturday of the month. 





THE XYZ CoMPANY 


STATEMENT OF FINANCIAL POSITION 
As AT NOVEMBER 28, 1959 














acta MPEP AL CMDR ES LUNA LBOOIAS sca scés suave susvssveceuniasntacstnadsaiecvssjaxtueseuescssrcesnece $100,000 
Less: . 
Unrecouped production costs: 
Production costs (per statement of September 26, 1959)...... $75,000 
Less operating profit for the nine weeks ended November 
PS AOD wocescsecessc sun casscsnusvonssueaabcassucabaxests rsomsens vert bisstassCqeateoie 48,000 
Unrecouped production Costs ....i.cisccsstssssecesccesseessoee $27,000 
Allocated Funds: 
PRIS ACE NOGIS oases sesiesveasssesvcesccsnoseavesteevinnssnreesielansiatstesees 18,000 
RE Siar NINN se cee sacaesdeosonsunseddasercasouteosusenendbastvanssraeauaseasiansseuns 20,000 
Net funds disbursed and allocated ..............ccssccesseee 65,000 
PRBIB TICS VARIA IS FOF CIBITADIRUION ° 505 ccisssvceescesscosnasiessssscccesddsucouscusanancrees $ 35,000 
Accounted for as follows: 
NE RE BR sch cp cvav iu isn sn sap avaarancauvssavaanTesenans¥anseaeisseseo Eni ees $57,500 
RN ENO og susn sl vbazasacsasus cana fore sbuceseusesasoevweneauaycavenveseaauannshies 8,000 
MNT RETO ia ssinsvessintsesesssesssrvensavenesscasascacccacavsaersacesecaonsaeniens 2,000 
INN ccSuxsiecusncconnesegcssistinsodacia contterccl astsnenastesaacaessse $ 67,500 
Less: 
Accounts payable and accrued expenses .............sceseseeeeseeees $ 7,500 
ECR ROR RAO csc cinessssacensesssseesoasssasecvasssccenensssivencoteunnaste 5,000 
POMETIVE SINT: GERAD SRNIEG os ssciveasccoscwesnssnecaveossescscarssnncasesseeseavens 20,000 
PGRN. .c5:chivsscesneysesstespitatsesinciarsalessvassinteusverntaieecioeen 32,500 
Balance available for distribution ...........c.ccccccsscsessssssssssssesssssssssssscssscsvens $ 35,000 
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Note that the financial summary 
shows neither liability for admission 
taxes nor deferred income from ad- 
vance ticket sales. The reason is that 
the contract with the theatre usually 
provides for complete control of the 
box office to be in the hands of the 
theatre operator and, as such, he is the 
custodian for these funds, accounting 
for them at the end of a completed 
week of performances. 

In addition, within a reasonable time 
after the closing of the production, the 
backers receive a final statement of 
financial position in the usual form, 
but reflecting in addition closing in- 
come and expenses. 


DISTRIBUTIONS 


The limited partnership agreement 
dictates the manner of periodic distri- 
bution of funds to general and limited 
partners. Funds available for distribu- 
tion may arise either from bringing the 
production in below its estimated pro- 
duction requirements or from the ac- 
cumulation of operating profits. Before 
any cash is distributed, the following 
cash reserves must be provided for: 

1. The sinking fund (to provide for 
contingencies) as stated in the limited 
partnership agreement. 

2. A reasonable amount for initial 
expenses in the event the original or a 
second company is sent on tour. 

3. An amount necessary to pay all 
debts, liabilities and taxes and to pro- 
vide for contingent liabilities. 

When the investments of all lim- 
ited partners have been repaid in 
full, the profits are then distributed 
to the general and the limited part- 


ners. Usually, the profits are divided 
50 percent to the general partners 
(producers), and the remaining 50 
percent is distributed to the lim- 
ited partners (investors), in propor- 
tion to their respective individual in- 
vestments. Losses incurred by the part- 
nership, up to the aggregate limited 
partnership contributions, are borne 
entirely by the limited partners in pro- 
portion to their contributions. Any 
losses in excess of the contributions 
made by the limited partners are to be 
borne by the general partners. 


ACCOUNTANT’S RESPONSIBILITIES 


The desire for an artistic success 
at any price by the creative element 
in the company management, may 
sometimes result in an _ inclination 
toward extravagance at the expense of 
the financial well-being of the enter- 
prise. The accountant, with his tradi- 
tional conservatism and practical busi- 
ness experience, can render an import- 
ant service to management in maintain- 
ing the financial balance. Although the 
accountant is usually engaged by the 
general partners, he is equally obli- 
gated to the limited partners, who do 
not participate in the active manage- 
ment of the company, to thoroughly 
audit and report all financial transac- 
tions in a professional and impartial 
manner. He must make certain that 
all income is properly received and re- 
corded and that all commitments and 
disbursements are properly authorized, 
substantiated and reflected in the rec- 
ords. By so doing, he will discharge 
his obligations and justify the reliance 
placed in him by the investors for the 
protection of their investment. 
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Security Analysis 


By LAWRENCE R. KAHN 


In surveying the field of security analysis, the author identifies the 
tools of analysis, reviews the available analytical and advisory 
services and presents the principal investment objectives which 


govern the composition of an investment portfolio. 


The major 


principles affecting the selection of specific stocks and bonds are 
discussed within the framework of varying objectives—investment 
for income or growth, speculation, or “gambling.” 


IN the “do it yourself” craze that has 
swept the country since the close of 
World War II, no phase has occupied 
people more, and in many instances 
cost them more, than the self-selection 
of investments. Part of this condition 
arises out of the conviction of many 
men that if they know how to acquire 
funds they automatically know how to 
invest them. Another facet is the pros- 
perity of the post-war generation which 
has given funds to invest to a great 
many more people. 

This is a new, but not so strange 
occurrence. Whenever a new area of 
physical or social phenomena arises, 
and people are first compelled to 
undertake the activities themselves in 
the absence of trained professionals, 
there is a considerable lag in switching 
these activities over to the specialist 
as they develop. We have witnessed 
this condition in accounting, and in 
medicine which even to this day has 
regular resurrections of home nost- 





LAWRENCE R. KAHN is vice president— 
investment research of A. G. Becker & Co., 
Inc. He is president of the New York 
Society of Security Analysts and associate 
professor at Pace College. 


rums. Even law, despite its bewilder- 
ing complexities, still has its home 
practitioners with their inadequate con- 
tracts and illegal or impractical wills. 

This article is not an attempt to 
teach security analysis or investment 
selection in one easy lesson. Basically, 
advice on securities is the task of the 
trained professional as is accountancy, 
law or medicine. The man with an 
adequate background in the problems 
and practices of security analysis, how- 
ever, is in a much better position to 
understand and apply the advice than 
the investor who must rely entirely on 
faith. Furthermore, as a portion of the 
background material upon which the 
security analyst must build is con- 
structed and best understood by the 
accounting profession, the certified 
public accountant is in a particularly 
sensitive position to be a liaison be- 
tween the professional analyst or in- 
vestment advisor and the business and 
even private investor. The importance 
of the tax burden on individuals and 
businesses, which must be considered 
in the planning of investments, and 
the accountant’s relation to the tax 
problem enhance his importance as 4 
liaison. 
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INVESTMENT ADVICE AND 
THE SPECIALIST 


Investment advice has become, and 
should be, the problem of the special- 
ist. This condition has arisen as the 
research that must go into an-invest- 
ment has become so detailed as to 
necessitate a thorough training in the 
task. Furthermore, research must be 
a continuous process which involves 
far more time than the average busi- 
ness or professional man can devote to 
the task. 

It is in this field of security research 
and selection that a whole new profes- 
sion has grown up in the past twenty- 
five years. Experts on securities existed 
prior to the mid-thirties. They were 
few and far between, however, and 
largely consisted of men operating for 
themselves or a small group of profes- 
sional investors. Furthermore, they 
mainly concentrated on stock market 
operations (pre-SEC) and were often 
more interested in the movement of 
the stock than in the company. Invest- 
ments, per se, were largely concen- 
trated in the hands of bank trust offi- 
cers or individual attorneys whose 
analysis, on the whole, consisted of 
looking at bond ratings and yields and 
making their selection on that basis. 
Even after the default of “A” and 
“AA” rail bonds in the 1930's, the 
bank shift from this method was slow 
and ponderous. 

Nor in the field of the professional 
security advisor am I including the 
stock market letter writer or stock tip- 
ster. We have had them with us for 
a long period of time (at least since 
the early 1920’s), and while the former 
undoubtedly fill a function for a certain 
group of people, even if it is no more 
than entertainment, they do not fit into 
the group with which we are now 
concerned. Actually they are more 
journalistic than research oriented. As 
for the stock market tipster this is little 


different from the tout at the race track 
or the intriguing green and pink papers 
that tell which horse is going to win the 
sixth at Belmont. They are both about 
equally accurate. 


THE FIELD OF SECURITY ANALYSIS 


The relatively new, but already well 
established, field of security analysis 
consists of a number of functions sepa- 
rate but interrelated. First, there is the 
financial and statistical aspect of set- 
ting up, analyzing and projecting the 
existing figures in relation to a particu- 
lar industry and the companies within 
that industry. Secondly, when the bald 
figures indicate that one should be in- 
terested in a specific company or group 
of companies, a field investigation of 
the situation should be made. This 
consists of calling on the company or 
group of companies in which one is in- 
terested, and also, whenever possible, 
on some of its competition. In this 
activity, one tries to give substance to 
what the original figures have indi- 
cated. Not only does the field work 
attempt to clarify the ambiguities that 
any purely statistical study must con- 
tain, but it must also illuminate those 
numerous areas where figures are of 
no aid. The published reports of any 
company only pertain to what has al- 
ready taken place. Investment must 
be based upon what we can foresee or 
hope to foresee, either as indicated by 
the past or in line with new conditions 
that have arisen. Last, but far from 
least, field work should provide for 
some appraisal of management. No 
company, no matter how large or well 
established, can long be any better than 
the quality of the people who run it. 
The field work also provides a means 
of continuous study of the situation, 
as all investments must be dynamic 
and regularly reviewed to see that they 
stay that way. 

The final function of financial and 
security analysis is the appraisal of the 
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economic picture, both from an over- 
all and an industry point of view. In- 
vestments cannot be made in a vac- 
uum. Different states of the economic 
cycle call for different types of in- 
vestments and for varied concentrations 
of the total investment among types of 
securities and industries. 


THE TOOLS OF ANALYSIS 


The development of the field has 
concomitantly brought forth the tools 
necessary for the fulfillment of the 
tasks designated. The requirements of 
the SEC both for original registration 
and the figures annually required for 
all securities listed on regulated ex- 
changes, have materially broadened 
the income account and balance sheet 
figures now available to the analyst. 
This is further enhanced by the listing 
requirements of certain of the ex- 
changes which insist on interim reports 
to keep the investor posted on pro- 
gress, or lack of it, and on certain 
proxy requirements which provide rea- 
sonable insight into management sal- 
aries and security holdings. SEC in- 
sider-transaction information, which is 
available monthly, also provides data, 
albeit relatively late, on the purchase 
and sale of the company’s securities by 
officers, directors and holders of more 
than 10 percent of the stock. Here 
again this pertains only to companies 
listed on a regulated exchange, indi- 
cating the considerably greater amount 
of analytical information available 
about a listed company as compared 
with one traded over the counter. 

Along with the official information 
the greater public interest in securities 
has brought about a substantial in- 
crease in the amount of information 
published in the annual and interim 
reports. Naturally, the quality of these 
reports varies widely from company to 
company, but on the whole the annual, 
and in many cases now the interim 
reports, not only give you the opera- 
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tional figures of the concern but also 
provide pertinent data on new prod- 
ucts, new or improved facilities and 
management changes. When any stock 
is owned outright by you and is regis- 
tered in your name you will receive 
copies of these reports directly from 
the company. When the stock is held 
in a brokerage or trust account you 
can, and should, request the statements 
from either the brokerage house or 
trustee. If you do not own the shares, 
but are interested in possibly investing 
in the concern, you can obtain the 
latest annual report of most companies 
by writing to them for it. Well- 
equipped libraries of the better brok- 
erage and investment banking firms 
also have annual reports of the ma- 
jority of the larger concerns. While 
some companies will let you review 
these reports in their own offices, most 
are reluctant to let the reports out of 
their possession. 

This increasing fund of published 
information is all to the good and 
should certainly not only be utilized by 
the professional security analyst, but 
should be read even by the most casual 
investor. In addition to the official in- 
formation the powerful trend toward 
better understanding of corporate ac- 
tivities has brought about a discussion 
of company affairs by corporate offi- 
cers, not only at the annual meetings 
which unfortunately are now too fre- 
quently becoming a box lunch affair 
for what the late Robert Young dubbed 
the Aunt Janes, but much more effec- 
tively before the various security ana- 
lyst societies throughout the country. 
The New York Society of Security 
Analysts has five of these meetings 
each week covering only major corpo- 
rations and carries on this activity 
throughout the year. At these talks the 
corporate officers explain what they 
have done, what they are doing and 
what they hope to achieve. Many of 
the companies speaking before these 
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groups have the remarks printed and 
distribute them among the analysts. 
Some also send them to all stock- 
holders. 


ANALYTICAL AND ADVISORY SERVICES 


There are a number of services 
which provide the specialist in security 
analysis or the serious and sufficiently 
affluent investor with a considerable 
amount of factual data, and, in a more 
abbreviated fashion, with a certain 
amount of analysis. Incidentally one 
must always be careful not to confuse 
factual and statistical data and tabu- 
lation with analysis. The latter, on 
which all investment should be based, 
uses the former and other factors be- 
sides, as the springboard from which 
the conclusions are drawn. Among the 
better services available are Standard 
& Poor’s, Moody’s and Fitch. These 
companies put out both factual and 
analytical - advisory services. These 
services are separate and should not 
be confused, although the analytical 
services also provide a certain amount 
of statistics. 

Among the factual services, Moody’s 
Manuals and the Standard & Poor’s 
Corporation Records are by far the 
most important of the basic records 
for security analysis. Moody’s has a 
weekly stock and a weekly bond ad- 
visory service which provide advice 
on a fair range of securities. Standard 
& Poor’s has a broader range of ser- 
vices tailored to a number of different 
needs and markets. Analogous to the 
Moody’s stock service, Standard & 
Poor’s have the “Outlook” which 
comes out weekly and carries a market 
policy, a broad range of company dis- 
cussions and certain basic statistical 
data on market trends. They also have 
a Listed and Unlisted Stock Service 
which on one relatively small sheet 
of paper for each company provides 
certain statistical data, some informa- 
tion about prospects and a market 


opinion. Another service of consid- 
erably more value to the more detailed 
investigator is Standard & Poor’s 
Trade and Security Service. Here one 
receives an annual basic industry re- 
view and a periodic current review with 
a brief discussion of a considerable 
number of companies in each industry. 

Besides the aforementioned com- 
panies, there is a long list of advisory 
services which sell all types of material 
and information and so-called infor- 
mation. Some of the better known 
ones include Value Line, United Busi- 
ness Service and many others. Some 
fill one need and some another. Some 
fill no other need than providing a 
living for the author. 


INVESTMENT OBJECTIVES 


Knowing that trained analysts and 
the material for them to use are avail- 
able, is only one portion of the task of 
security selection. Selecting the right 
security for the particular investor is 
even more difficult and more import- 
ant than the initial analysis of a situa- 
tion. Here we come to a vastly differ- 
ent problem. Furthermore, in the 
solution of this problem the specialist 
can only aid. It is at this point that 
the intelligent and well-informed in- 
vestor makes his most important con- 
tribution to his own welfare. He must 
decide what his investment objectives 
are and whether they are correct for 
him. Without this understanding, in- 
vestment deteriorates into haphazard 
purchases and, even when successful, 
only enables the investor to partially 
fulfill his needs. 

In a broad sense there are three 
major ways of employing one’s funds. 
One can invest, one can speculate, and 
one can gamble. Naturally there are 
innumerable variations and combina- 
tions of these basic activities. There 
are also about as many definitions of 
these words as there have been people 
who have thought about them. For 
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the sake of this article I should like to 
set forth what are generally accepted 
definitions, and the _ interpretation 
which will be used herein. 

An investment will be deemed any 
legitimate, carefully studied out method 
of employing one’s funds that will give 
reasonable protection to the principal 
and provide either a return or fairly 
well-defined capital growth possibilities. 
The key, here, is that within reasonable 
limits the capital involved is fairly se- 
cure. Speculation, on the other hand, is 
participation in a carefully thought-out 
venture for capital gain where the risk 
is fairly high, but the potential profit is 
considerably greater than the risk. In- 
come has little or no bearing, with 
capital gain as the sole objective. Gam- 
bling is the taking of a wild chance 
without any real weighing of the possi- 
bilities or a knowledge of the risks. It 
is dependent upon circumstances over 
which you have utterly no control like 
the toss of dice, the turn of a card or 
the success of an unknown company 
in an untried field. The first two cate- 
gories serve important economic func- 
tions. The latter is probably best pur- 
sued at the race track or gaming ta- 
bles where you can, at least, see the 
results almost immediately. 

Investment is the category in which 
by and large the bulk of security pur- 
chasers fall, or to which, at least, they 
pay lip service while being involved in 
speculation or straight gambling. Al- 
though each person must make the 
final decision as to his investment ob- 
jectives, certain yardsticks can be used 
to aid in the making of the decision. In 
the first place, before one can invest at 
all regular financial needs must be 
taken care of. That is to say, invest- 
ment is made with funds that are over 
and beyond the immediate needs. How 
much this is, naturally depends upon 
each individual. Furthermore, I like 
to insist that the investor have ade- 
quate insurance coverage to take care 


of any insurable risks, and a reasonable 
cash backlog. 

When you meet these basic qualifi- 
cations you can then set about deter- 
mining your objectives. Here, too, 
there are three broad categories. One 
can invest for income, for growth or 
for some combination of the two. 
Which you choose depends more upon 
your age and economic status than 
upon your desires, even though most 
novice investors tend to be guided by 
misunderstood cliches than by a knowl- 
edge of their needs. Broadly speaking, 
investing solely for income should be 
limited to those who are or are about 
to be retired; have, actuarially, a lim- 
ited further life span and wish to live 
on the income of their investments, 
and to the very wealthy whose funds 
are so large that even sizeable deterio- 
ration of purchasing power of the dol- 
lar would have little effect. As this 
latter category of investors is quite 
limited and normally well taken care 
of, we won’t concern ourselves with 
them here. 

On the other hand, investment 
purely for growth—and this does not 
include the lucky selection of a highly 
volatile, rapidly moving electronic fa- 
vorite which enables one to double 
one’s money in two weeks, but is 
quaintly dubbed a growth issue—needs 
another set of standards. The pure 
growth investor, like the pure income 
investor, represents a fairly small seg- 
ment of the investing population. Three 
groups of people probably fall into this 
classification. The first is the relatively 
young and highly successful business 
or professional man who derives 
ample, or more than ample, income 
from his activities and whose invest- 
ments should be entirely directed 
toward the longer term building up of 
an estate. Here, additional income 
is undesired rather than welcome. The 
second group is the young, unmarried 
business or professional man with few 
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responsibilities whose current invest- 
ments can be directed toward the 
longer term. The final group, and one 
which is too infrequently considered 
for this classification, consists of chil- 
dren where investments are made for 
them and where the sole purpose is 
long-term participation in the growth 
and development of our economy. 

Limiting the so-called pure income 
and pure growth investor makes it ap- 
parent that by far the greater majority 
fall into an area somewhere between 
the two extremes. The exact degree 
of income and the exact amount of 
growth potential that one desires must 
depend upon the economic status of 
each individual, upon his own psycho- 
logical traits which determine what real 
patience he has in a growth situation 
which normally takes many, many 
years to develop, and finally upon what 
other financial resources are available. 
A reasonably satisfactory solution to 
this problem is the creation of a bal- 
anced portfolio where some of the 
issues may represent stability and in- 
come, others definitely longer term 
growth potential, and even some, where 
the situation warrants, can be definite 
speculations. 


BENEFITS AND PITFALLS 
OF SPECULATION 


At this point, an understanding of 
the benefits and the pitfalls of specu- 
lation is called for. Because of the 
stigma attached to the word specula- 
tion, by far the greatest number of 
security purchasers indignantly deny 
they are speculatively inclined. On the 
other hand, an examination of a great 
number of portfolios from all around 
the United States and a large number 
of personal discussions, compel me to 
conclude that what most people deny 
in words, they attempt in deeds. The 
drawback is that many who do it, 
shouldn’t, that a number who should, 
don’t, and that worst of all, most peo- 


ple when they are doing it, don’t know 
it. 

First of all, let me be dogmatic. 
There is absolutely nothing wrong with 
speculation. As defined earlier in this 
article, it is the taking of an understood 
and calculated risk with a gains ob- 
jective commensurate with the risk. 
By its nature, however, it should be 
limited to those who can afford the 
loss, if the speculation does not work 
out. Obviously, then, it should never 
entail all of one’s funds or even a great 
portion of them. Above all, it should 
be understood as a speculation and 
consequently it should be followed 
closely and, as soon as it appears that 
what one had expected is not material- 
izing, it should be eliminated. The 
keynote to any speculative activity is 
the willingness to accept a loss. When 
one is psychologically not able to do 
this, one should not speculate, even 
when one is financially well able to 
do so. 

Speculation has always been a ma- 
jor factor in the development of the 
growth of the American economy. The 
pioneers who pushed West, the farmers 
who planted new crops, the men who 
started all of our businesses were and 
are speculating. The advantage was 
that they knew what they were doing. 
Tax levels being what they are and 
long-term capital gains being limited to 
a 25-percent tax, it is clear that for 
people in the middle and upper income 
brackets, the speculative dollar earned 
has a considerably higher net value 
than the income dollar. Some specu- 
lative activity should be undertaken 
by these people within the limita- 
tions earlier set forth. Here, again, 
I wish to emphasize the distinction 
between speculation and gambling. 
Speculation is a calculated risk. The 
potentials and the means of achieving 
them have been studied out, are under- 
stood, and are believed to be more 
realizable than the risks involved. 
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Gambling is dealing with the unknown. 
It is the uranium stock of a mine that 
is untried or does not exist. It is the 
purchase of the “hot tip” where the 
price has no relationship to any ap- 
praisable value. It is the attempt to 
buy securities on their price rather 
than on their company prospects. 


CHOICE OF SECURITIES 


When the decision on objectives has 
been made, and frequently it is the 
most difficult of all investment deci- 
sions, the next move is to the choice 
of securities. While it is obvious to 
say that the type of securities chosen 
must be in line with the stated objec- 
tives—in other words, one does not 
put a speculative issue in an income 
account or an income issue in a growth 
account—the choice of issues must 
change with the economic cycle. Re- 
gardless of the basic merit of an indi- 
vidual situation, its attractiveness can 
and does vary greatly with the times. 
There is no such thing as “a stock I 
can buy and put away and forget 
about.” To use a little example, over 
the past thirty years there are few good- 
grade companies which equal Du Pont 
for sustained growth. Nonetheless, the 
investor who bought the stock at its 
high in 1929 did not see this price 
realized again until twenty years later. 
Twenty years to break even on the 
stock of one of the most dynamic 
growth situations in the country is a 
clear indication of the importance of 
timing! Not only is timing important 
in the selection of individual securi- 
ties, but the status of the economic 
cycle must dictate the distribution of 
one’s investments between fixed income 
securities and equities or between equi- 
ties and cash, as in the case of specu- 
lative portfolios. 

Fundamentally, an investor buying 
securities has a choice between fixed 
income issues, such as mortgages, 
bonds and debentures, and equities. 


The former provide a definite return 
and a reasonable guaranty that the 
principal will be paid off at a specific 
maturity date. In the interim between 
purchase and maturity, however, which 
is frequently a long period of time, 
the price of these issues can and does 
fluctuate widely concomitant with 
changes in interest rates. Furthermore, 
redemption is made in dollars and 
not in purchasing power, a fact that 
has been sorrowfully witnessed by the 
recipient of many trust accounts over 
the past twenty-five years. They got 
the dollars called for but found that 
what they could buy was only half of 
what they could have bought when 
the investment was made. 

Despite the erosion of principal, to 
which fixed income securities are sub- 
ject during periods of steadily rising 
prices, these securities still serve a very 
definite and important position for 
many types of investment portfolios. 
Certainly, where the investments are 
made to service fixed dollar obliga- 
tions, such as insurance policies, pen- 
sion funds, and items of a similar 
nature, fixed income issues with defi- 
nite maturities should be the mainstay 
of investment policy. In investment 
portfolios where fixed income is a 
major factor and where the recipient’s 
potential life span would appear to be 
relatively brief, let me say for a ten 
to fifteen year maximum, fixed income 
securities, particularly at the present 
more realistic interest rates, have con- 
siderable merit. 

On the other hand, where income 
is not a paramount factor and where 
participation in the growth of the coun- 
try is desired, or where capital gains 
due to tax reasons are a primary ob- 
jective, equities should be the major 
source of investment. Here, however, 
we are far more dependent upon busi- 
ness conditions. In other words, con- 
centration in equities should be under- 
taken during the lower levels of the 


412 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JUNE 1960 





issu 
col] 
the 
ter 
the 
ing 
equ 
valt 
of 1 
tha 
con 


stoc 
of t 
and 
fact 
bon 
com 
the 

Star 
ratil 
Plic. 








economic cycle when business is be- 
ginning to pick up. As we move from 
recovery to expansion periods, the 
types of equities held can well be 
shifted. As we near the peak of a 
cycle, a switch from equities to fixed 
income securities or cash is definitely 
called for. What ratios should be main- 
tained naturally depends upon the type 
of portfolio. In growth portfolios or 
businessmen’s risk-type accounts, it 
would not be logical at any time to be 
wholly out of equities, but the percent 
to the total portfolio can be sharply 
reduced. 

Once the objectives of the account 
are set and the distributions among 
types of securities decided upon, what 
factors determine the specific securi- 
ties to be chosen for the portfolio? 
Let us first deal with the fixed income 
portion of the list as the selectivity 
yardsticks are easier to determine here, 
and lend themselves to more exact 
measurement. 


SELECTION OF BONDS 


While all bonds are a liability of the 
issuing company, the amount of the 
collateral behind them in addition to 
the earning power of the concern de- 
termines, to a degree, the quality of 
the issue. A first mortgage bond, hav- 
ing as its collateral the plant and 
equipment of the concern which has a 
value well in excess of the face value 
of the issue, is naturally a safer issue 
than a subordinate debenture with a 
considerable amount of debt ahead of 
it. On the other hand, bonds like 
stocks, should be bought on the basis 
of the earning power of the company 
and the extra collateral is a plus 
factor, not a determining one. Most 
bonds of major and medium sized 
companies are rated as to quality by 
the three rating services, Moody’s, 
Standard & Poor’s, and Fitch. The 
ratings are based upon a rather com- 
plicated procedure with the highest 


rating “AAA” by Moody’s and “A1-+-” 
by Standard & Poor’s. The ratings then 
move downward to “C” and below 
that for defaulted bonds. 

Ratings are far more important to 
trustees and institutions, who are lim- 
ited to certain grades of bonds, than 
to the average investor. The major 
point one wants to be acquainted with 
is that the higher the rating, the lower 
the yield. For the average investor, 
bonds rated “BBB” or “B1-+” and 
higher are probably perfectly satisfac- 
tory and, in some instances, one can 
drop one grade lower and still feel fairly 
secure. With the quality set, the major 
influence on selection is the yield. This 
will naturally vary with the state of 
the money market and the availability 
of bonds. As previously stated, the 
yield also varies with the rated quality. 
As institutions, in most cases, cannot 
take a bond of less than an “A” rating 
and sometimes higher, the individual 
competes artificially in selecting the 
highest qualities. Bonds of a “BBB” 
rating of good, but not as well known, 
companies will frequently be far more 
attractive than the institutionally rated 
issues, and offer about the same degree 
of safety. 

While quality and yield are the fore- 
most characteristics to be considered 
in selecting bonds, other factors must 
also be appraised. In order of import- 
ance is the maturity date, which simply 
means when the bond becomes due 
and the principal is paid off; redemp- 
tion features (can the bond be called 
before maturity and for what premium) 
and, finally, whether the issue has a 
sinking fund. The latter item has con- 
siderable value inasmuch as its opera- 
tion helps to hold up the price of the 
bond while it is outstanding and also 
puts less pressure on the company at 
maturity. 

Convertible debentures have gained 
considerable favor over the past dec- 
ade. These are subordinated bonds 
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which permit conversion into common 
stock at a set price, at the option of 
the bondholder, either over the life 
of the bond or some portion of that 
life. These issues offer some of the 
advantages of a bond (set interest rate, 
fixed maturity, and a lien on the com- 
pany ahead of equity) while at the 
same time permitting participation in 
the earnings growth of the concern 
should it materialize. During periods 
of rising stock prices, they are of par- 
ticular attraction. When the spread be- 
tween the conversion price and the 
price of the common shares is too 
wide, however (over 20 percent as a 
rule of thumb), then the debentures 
generally act merely as a lower quality 
bond. 


SELECTION OF STOCKS 


Selection of stocks entails an under- 
standing and a knowledge of a vastly 
wider range of factors than the selec- 
tion of bonds. It is at this juncture 
that the decision as to the aims of 
the portfolio has its greatest impact. 
Distribution of investments among in- 
dustries, and the selection of the spe- 
cific companies within the industry 
must be governed by what the invest- 
ment objectives are and how the char- 
acteristics of the industry fulfill these 
requirements. Regardless of objectives, 
however, the price of the shares in the 
light of their prospects must always 
be a determining factor. As stated 
earlier, no matter how strong a growth 
pattern a company has, if its present 
price already discounts these earnings 
potentials well into the future, the issue 
hardly qualifies as an attractive pur- 
chase. One buys stocks as well as 
companies! 

While each industry must be ap- 
praised separately, and different com- 
panies within the same industry have 
wide variations as to prospects, cer- 
tain generalizations can be stated for 
industry selection as long as it is well 
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understood that there are as many ex- 
ceptions as there are generalizations. 
By and large, however, companies 
supplying consumer necessities have 
far greater stability than the more cyc- 
lical capital goods industries. Growth 
is also generally somewhat slower. The 
food industry, the proprietary drugs 
and the tobaccos are good examples 
of this. Parenthetically, I might men- 
tion that a food stock such as Gerber 
has had one of the finest of the growth 
records, showing how far afield gen- 
eralizations can be. On the other hand, 
the ethical drugs, the chemicals, some 
part of the papers, the amorphous 
group called electronics and part of 
the utilities have had a strong growth 
trend, but would have less downside 
resistance during deflationary periods. 
This is not true of the better utilities 
which offer both advantages. 

The mature industries (a fancy way 
of saying industries which in some in- 
stances are going downhill) such as 
the textiles, rails, anthracite coal, 
shoes, and similar lines are attractive 
largely for higher than average return 
and reasonably short-term capital 
gains when purchased during the early 
stages of business recovery. Here, too, 
there are individual companies that 
defy the industry handicap. 

After some industry breakdown has 
been decided upon, depending on the 
needs and aims of the portfolio, the 
task then settles down to selecting the 
individual shares. Basically, the earn- 
ings and the longer term prospects of 
growth companies and the dividend re- 
turn plus its safety, coupled with the 
stability of shares used to provide in- 
come, are the determining factors. All 
of these are only of value in relation 
to the price of the shares at the mo- 
ment. One of the most convenient 
yardsticks is the price/earnings ratio. 
This is simply the ratio of the current 
price to the indicated earnings. 

No hard and fast multiples of earn- 
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ings can be set forth, although at one 
time a ten-times price/earnings ratio 
was deemed about right for a good con- 
cern. With rising enthusiasm, a greater 
number of investors and a smaller 
floating supply of equities, this multiple 
has fallen into disregard and is no 
longer too meaningful. My best sug- 
gestion is to see what kind of average 
multiple the issue has commanded over 
the past three years at its high and at 
its low. If the issue is at, or above, 
its high multiple you can be safe in 
regarding the issue as over priced un- 
less some real—not theoretical—basic 
changes have occurred in the com- 
pany’s picture. Conversely, if the P/E 
ratio is on the low side the issue can 
be attractive unless something is wrong 
with its prospects. 

In stock selection one major danger 
must always be kept in mind. This is 
to protect one’s investment decisions 
from being unduly influenced by what- 
ever current investment panacea is 
popular, or groups of stocks are in 
vogue. Too often the highly important 
“growth stock” classification is di- 
verted to color the investment favorite 
of the moment. Growth is important, 
but there are many pitfalls in pur- 
suing it. First, it must be real—at the 
earnings per share level, not only in 
sales, product lines or acquisitions. 
Secondly, it must be likely to continue; 
not just something that happened in 
the past! Finally, one must not pay 
too much for this illusive growth factor 
or it may only be of benefit to your 
grandchildren. 








THREE POPULAR MYTHS 


In closing I should also like to warn 
against three other popular myths. 
First is the mysterious “they” who are 
doing this or that to some issue. The 
prices of shares are influenced by the 
market place and it is only rarely that 
concentrated group efforts have a bear- 
ing on the price. When it does happen, 
rest assured you won’t know any- 
thing about it until it is pretty well 
over. The SEC watches these types of 
gyrations pretty carefully. The second 
popular myth deals with the “spon- 
sored” issue. With SEC regulations 
and Stock Exchange surveillance, the 
amount of sponsorship any issue gets 
except during an underwriting period, 
when it can be supported, is pretty 
limited and hardly represents a reason 
for purchase. The third undying myth 
deals with “insider information.” 
Sometimes this can exist in relation 
to a prospective dividend increase, 
stock split or merger, but beyond these 
short-term effects, “insider informa- 
tion” is frequently worth less than 
nothing. In many instances the people 
closest to the company are very poor 
judges as to the near and medium-term 
possibilities of the stock. Some are 
chronically too bearish on their com- 
panies and some, too bullish. 

In all an understanding of the fac- 
tors which make up an investment and 
an investment program is imperative 
to its success, not necessarily for carry- 
ing out this program yourself, but for 
aiding the professional who is under- 
taking it if you want it done well. 
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New York State Tax Forum 


Guest Editor—ARTHUR SUSSWEIN, CPA 


IMPORTANCE OF ESTATE TAXES 


It has become quite evident that 
CPAs, in their present-day role of 
fiscal advisor to most clients, must be 
as familiar with estate tax problems as 
they are with those pertaining to in- 
come taxes. The need is probably 
greatest in the case of so-called small 
estates where the client may not real- 
ize that he has a problem, and with 
respect to New York rather than fed- 
eral examples are cited of areas where 
within the scope of the former. Sev- 
eral examples ar ecited of areas where 
this knowledge may be particularly 
important, with emphasis on the area 
which has probably the widest effect— 
exemptions and marital deductions. 


BASIC EXEMPTIONS 


It is widely known, even among 
laymen, that the federal estate tax 
permits a marital deduction of up to 
one-half of the “adjusted gross estate” 
and that there is also a specific exemp- 
tion of $60,000. New York tax prin- 
ciples are basically the same as the 
federal with respect to the marital de- 
duction, but it is quite different as to 
exemptions.? 

New York’s exemptions apply only 
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to the first $150,000 of net estate, 
thereby reducing the tax at the lowest 
brackets of 2 and 3 percent, rather 
than in the higher brackets which go 
up to 21 percent. Furthermore, the 
state has no specific exemption ap- 
plicable to all estates but does have 
two “class” exemptions: (1) up to 
$20,000 for property “indefeasibly 
vested” in a spouse (but this exemp- 
tion is reduced to the extent of the 
marital deduction allowed), and (2) 
exemptions up to $5,000 each for be- 
quests to certain close relatives in- 
cluding, among others, parents, chil- 
dren, siblings and adopted children. 

On the other hand, while the fed- 
eral provisions tax life insurance pro- 
ceeds in full (if the policy is owned 
by the decedent), New York exempts 
up to $100,000 of life insurance pro- 
ceeds, regardless of who is the bene- 
ficiary. However, this exemption is 
subject to reduction by the marital de- 
duction and the “family” exemptions 
mentioned previously. The controll- 
ing provisions are too involved to set 
forth here but they should be ex- 
amined carefully, particularly with re- 
spect to arranging beneficiary provi- 
sions so as to obtain maximum ex- 
emptions. 


EFFECT OF DIVORCE OR SEPARATION 


Broken marriages may present es- 
tate tax problems. If the result is a 


1 Tax Law, Section 249-q. 
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divorce, there can be no marital de- 
duction or spouse exemption for any 
bequest to the former wife. If there is 
only a separation, the marital deduc- 
tion and spouse exemption still apply 
but there is usually considerable re- 
luctance to make an outright bequest 
to the separated wife. 

On the other hand, regardless of 
whether there is divorce or separation, 
there is frequently a binding obliga- 
tion for a continuation of alimony or 
support after the husband’s death and 
this debt can be deducted in arriving 
at the husband’s taxable estate. The 
amount deductible would be based on 
actuarial tables using the husband’s 
date of death as a starting point and 
related to the amount of support pay- 
able and the wife’s life expectancy. 

This issue has been litigated in both 
federal and state courts with one im- 
portant difference in the results. The 
state rule has been interpreted to 
permit the deduction on the basis of 
a private agreement alone,” while the 
deduction has been allowed for federal 
purposes only where the obligation 
rested on a court decree (even though 
the decree’s provision for after-death 
payments arose out of a private agree- 
ment which was incorporated in the 
decree). It seems clear, therefore, 
that complying with the federal rule 
would make the debt deductible for 
state purposes also. 

While this rule would permit de- 
ductions for bequests to the present 
and former wives, it should also be 
noted that each debt reduces the 
amount of allowable marital deduction 
since it reduces the “adjusted gross 
estate.” Therefore, while the total of the 


debt and the allowable marital deduc- 
tion might be greater than the marital 
deduction alone, the “final” wife might 
bear a greater portion of the tax than 
she would if there were no such debt. 


CONFLICT BETWEEN STATE AND 
FEDERAL APPRAISALS 


A very recent case decided by Sur- 
rogate Di Falco (New York County) 
raised the question of the amount of 
marital deduction to be allowed where 
the state appraises the assets in an 
estate at a higher amount than the fed- 
eral appraisal and the will leaves the 
spouse “one-half of the adjusted gross 
estate as finally determined for federal 
estate tax purposes,” which is a very 
common will provision today.* 

The state’s appraisal was not dis- 
puted in this case for purposes of 
measuring the gross estate but the ex- 
ecutor claimed that the state should 
allow a marital deduction equal to one- 
half of the “adjusted gross estate” 
determined in the state proceeding. 
The state tax people contended that 
the allowable deduction should be 
measured by the federal “adjusted 
gross estate” because of the language 
in the will. 

While the question of how much 
would actually be distributed to the 
spouse in cash or property was not 
before the Court, the Surrogate did 
hold that the executor was entitled to 
a marital deduction based on the 
higher state appraisal. This decision 
is not necessarily final since it was 
raised in the court of primary jurisdic- 
tion but it is clear that this is a prob- 
lem area. 

Perhaps the most important lesson 


2In re Fuller’s Estate, 271 N.Y.S. 685, affirmed per curiam 271 N.Y.S. 1099 (1st Dept., 


1934 


1942) 


3Comm. v. State Street Trust Co., 128 F (2d) 618, 42-2 USTC Par. 10190 (1st Circuit, 


4 Estate of Florence E. Bing, New York Law Journal, 3/16/60, p. 13. 
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of this case rests on the fact that the 
estate involved was that of a woman— 
an apt reminder of the importance of 
considering wives’ estate tax problems. 


OTHER COMMON PROBLEMS 


As to jointly-held property, it js 
considered to be an asset of the first 
joint owner to die unless it can be 
shown that the survivor contributed 
to its cost, and the extent to which this 
contribution amounted. The need for 





It may be helpful to mention accurate, detailed records is obvious. | 
three areas which are very common As to transfers “in contemplation | 
sources of difficulty: (1) “goodwill” of death,” any transfer made without C 
in a closely held business (2) jointly- financial consideration within three 
held assets, and (3) transfers “in con- years preceding death is presumed to } 
templation of death.” have been so made and is considered 
As to goodwill, it must be antici- Part of the transferor’s estate. This 
pated that the tax agency will always presumption can be overcome if a 
try to find it even where a business purpose other than —— ae taxes 
aaien a ’ 4.3, can be proved, again pointing up the 
shows no profit. Therefore, the estate’s iy - 
NN : need for accurate and detailed records. 
representative must be Prepared to To provide a happy ending, it should 
show that the operating figures of the he noted that if. the purpose of the 
business are correct and that profits transfer is to save income taxes it may 
are attributable to investment and/or be held to be consistent with a “life a 
the services of the deceased, rather motive” and not “in contemplation of the 
than to goodwill. death.” lea 
Ad 
anc 
) Eq 
Ta 
pre 
THE IMPORTANCE OF SELF-EXPRESSION ri 
that 
The accountant must be able to express his opinions clearly, geo 
concisely, and in a manner easily understood and which cannot bal: 
be misunderstood. I say must; but how many practitioners, how foes 
many company executives can really do themselves justice in 
either the written or the spoken word? There is urgent room Prec 
for improvement in the standard of self-expression of both poit 
students and qualified accountants. . . . For it is not simply a leas 
case of being a good writer or a poor one. Some commence with muc 
handicaps, it is true, and some with advantages. However, by i 
there is not one who will not improve by constant and persistent 7 
practice. Thus the good writer may become excellent, even out- by { 
standing, while the writer with little natural ability should find of « 
that, by constant self-appraisal and self-criticism, and by taking tax 
pains to eliminate his weaknesses, he may acquire a reasonable take 
capacity for expressing his thoughts and opinions. No one has In t 
any right to consider himself an accountant if he has not acquired ee 
reasonable proficiency at the twin arts of: (a) expression of 
ideas in words, and (b) presentation of those words in an in- —_— 
telligible form. LOU 
in th 
W. S. GiLkison, “Your Career as an Accountant,” gome 
THE ACCOUNTANTS’ JOURNAL [New Zealand], March 1960 rad 
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Accounting and the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


MORE ABOUT DEFERRED TAXES 


In the April 1960 issue of this 
magazine, this department published 
the text of SEC Accounting Series Re- 
lease No. 85, entitled “Statement of 
Administrative Policy Regarding Bal- 
ance Sheet Treatment of Credit 
Equivalent to Reduction in Income 
Taxes.” Because of the controversy 
preceding the issue of the release, and 
its title, the reader might have assumed 
that the release dealt with a matter of 
geography—that is, the position in the 
balance sheet of the account for de- 
ferred taxes. In a short paragraph 
preceding the text of the release we 
pointed out that a reading of the re- 
lease would disclose that it covered a 
much broader area than was indicated 
by its title. 

The accounting problem considered 
by the SEC arises from the deduction 
of depreciation and amortization for 
tax purposes at a faster rate than is 
taken for financial statement purposes. 
In this case it is often necessary to 
charge income of the earlier years with 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
— PRACTICE AND PROCED- 


income taxes which are temporarily 
reduced and to return these amounts 
to income in later years when book 
depreciation exceeds tax depreciation. 
For a thorough discussion of the ac- 
counting problem involved, readers are 
referred to AICPA Accounting Re- 
search Bulletin No. 44 (Revised). 
The question considered by the SEC 
in Release No. 85 is the position in 
the balance sheet of the deferred tax 
account. Some accountants have held 
that the account may be classified as 
earned surplus restricted for future 
income taxes. The SEC has ruled that, 
in statements filed with the Commis- 
sion, the deferred tax account may not 
be shown as earned surplus or as a part 
of equity capital in the balance sheet. 
In considering the problem, how- 
ever, the SEC in Release No. 85 made 
a very broad statement which goes 
beyond the immediate question con- 
sidered in the release and has been 
interpreted by many as having possible 
far-reaching consequences. The para- 
graph in question reads as follows: 
“A number of comments indicated 
that, should the Commission take the 
foregoing position, it should be limited 
to matters connected with depreciation 
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and amortization or, if not so limited, 
any additional items embraced within 
this principle should be clearly speci- 
fied. It is the Commission’s view, how- 
ever, that comparable recognition of 
tax deferment should be made in all 
cases in which there is a tax reduction 
resulting from deducting costs for tax 
purposes at faster rates than for finan- 
cial statement purposes. (Emphasis 
supplied. ) 

“The Committee on Accounting 
Procedure of the American Institute of 
Certified Public Accountants agrees 
with the position expressed above... .” 

It will be seen that, interpreted 
literally, the SEC’s pronouncement 
quoted above, goes far beyond the 
requirements of presently generally ac- 
cepted accounting principles; see, for 
example, AICPA Bulletin No. 43, 
Chapter 10, Section B, dealing with 
income taxes. 
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This matter has been clarified in 
Accounting Series Release No. 86, the 
text of which is reprinted below. The 
Release is entitled “Response to Com- 
ment on Statement of Administrative 
Policy Regarding Balance Sheet Treat- 
ment of Credit Equivalent to Reduc- 
tion in Income Taxes.” 


TEXT OF ACCOUNTING SERIES 
RELEASE NO. 86 


The Securities and Exchange Com- 
mission today made public a letter 
sent by its Chief Accountant, Andrew 
Barr, to Mr. Carman G. Blough, Di- 
rector of Research, American Institute 
of Certified Public Accountants, in 
response to his comment on this Com- 
mission’s Statement of Administrative 
Policy Regarding Balance Sheet Treat- 
ment of Credit Equivalent to Reduc- 
tion in Income Taxes published Feb- 
ruary 29, 1960. The text of the letter 
follows: 

“The Commission has authorized 
me to respond to your letter in which 
you express concern over the wording 
of the last sentence in the first full 
paragraph on page 4 and the first 
sentence of the paragraph immediately 
following it in Securities Act of 1933 
Release No. 4191 (also identified as 
Securities Exchange Act of 1934 Re- 
lease No. 6189, Holding Company Act 
Release No. 14173, Investment Com- 
pany Act of 1940 Release No. 2977, 
and Accounting Series Release No. 
85). The full paragraph to which you 
refer and the following sentence read 
as follows: [The paragraph and sen- 
tence referred to are quoted above.] 

“It was not the Commission’s in- 
tention by the publication of this re- 
lease, stating an administrative policy 
regarding balance sheet treatment of 
the credit equivalent to the reduction 
in income taxes when deferred tax ac- 
counting is employed, to make manda- 
tory the use of deferred tax accounting 
beyond the requirements of generally 
accepted accounting principles.” 
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Administration of 


A CPA Practice 


Conducted by Max BLock, CPA 


MULTI-COPY FORMS 
FOR CPA OFFICES 


Multi-copy forms, one of the great 
achievements in clerical work effi- 
ciency, have a place in accounting 
offices that employ even a small staff 
of accountants. The advantage of a 
multi-copy form is that one writing 
produces simultaneously a number of 
similar messages to different people 
and for different purposes. Such a 
form has utility particularly for assign- 
ments of tax return preparation and 
of audit work. It can also serve use- 
fully to disseminate information such 
as change of client’s address, date of 
a client’s death, or other significant 
event, to the various members of an 
organization who should be apprised 
of the event at once. 

A tax return preparation assignment 
form is reproduced on the following 
page. It has two purposes—first to as- 
sign, and second to provide a historical 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Practice of 
the New York State Society of Certified 
Public Accountants. He is a lecturer at 
the Baruch School of Business and Public 
Administration of The City College of New 
York in the graduate course on Accounting 
Practice. Mr. Block is a member of the 
firm of Anchin, Block & Anchin. 
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record of who participated in the prep- 
aration. Six operations are listed in the 
form. It does not necessarily follow 
that each one will be assigned initially. 
Some practitioners may assign only one 
or several of the functions, leaving the 
others to follow a fixed course. 

The form may be expanded or con- 
tracted to supply more or less data, 
and with corresponding changes in the 
number of copies per form, to suit 
each practitioner’s requirements. Each 
part of the form should have a dis- 
tinctively different color, for ready 
identification. 

The parts of the illustrated form 
might be distributed as follows: 

Part I—to person who will collect 
personal income tax data or prepare 
the return. 

Part 2—to reviewer. Being apprised 
of the returns he will have to review, 
and of the office’s deadline dates, the 
reviewer will naturally function as an 
expediter, in his own interests. 

Part 3—to final review. 

Part 4—control copy. 

Any other distribution can be arranged 
to fit the practitioner’s needs. 

An unusual feature of the form is 
the prior year’s data. Its utility may 
appear to some practitioners to have 
such limited value as not to justify 
the clerical work and time it involves. 
Its main functions are to facilitate re- 
assignments of former personnel and 
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to determine prior personnel in the 
event they must be consulted. These 
are worthy features and they should 
not be evaluated hastily. 


FEES FOR PERSONAL TAX RETURNS 
—TIME FOR ADJUSTMENT 


This is a good time for practitioners 
to review their costs for the prepara- 
tion of personal federal and state re- 
turns. The New York State return for 
1959 is a more complex return than 
that for 1957, and, with the companion 
estimate form, in many instances has 
consumed one-half to one hour more 
time for preparation. 

Other factors may also dictate higher 
fees, if time records are kept. For 
example, consider the cost of revising 
a return because a client has omitted 
an item or necessitates another type 
of change. How much time is re- 
quired? Where a federal return must 
be revised to add an omitted dividend 
more than thirty changes may be 
necessary. Allow an average of one 
minute per change and there is a mini- 
mum of a half hour for revision. To 
that we must add review and other 
processing time. Where an existing 
fee has no margin for contingencies, 


an accountant is justified in making a 
charge for any time-consuming change 
for which the client is responsible. 
Such a policy should surely spur clients 
(we hope) to submit their data more 
fully, correctly and legibly. Of course, 
as with any other policy, individual 
exceptions may be necessary on occa- 
sions. 

The over-all preparation and proces- 
sing time of a personal return which 
has various types of income and 
specific deductions is not insignificant. 
If all the time were accurately gathered 
it would be found that many returns 
consume one half to one day’s time, 
and some, of course, a good deal more. 
Moreover, personal returns are pre- 
pared during a peak season period 
when much overtime is _ involved, 
supper-money costs run high, and addi- 
tional help may be needed to supple- 
ment existing forces. These factors 
must also be taken into account. 

Where charges need upward revi- 
sion, consider sending personal clients 
a letter, now, advising them that be- 
cause of the increased complexity of 
returns (requiring increased care and 
time), an additional estimate to be 
prepared, and higher payroll and ad- 








TAX RETURN PREPARATION ASSIGNMENT 
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ministration costs, fees for personal 
returns will be increased x percent 
effective with 1960 returns. Where 
personal returns are prepared without 
charge for business clients, consider 
instituting a modest charge to cover 
out-of-pocket costs or overhead. Such 
charges will probably be accepted 
understandingly, and the aggregate 
thereof may be material to the prac- 
titioner. 


RETIREMENT PLANNING AND 
FIRM PERPETUATION 


Our profession has reached the age 
where retirement from active practice 
is a concern of a large and annually 
increasing number of practitioners. Re- 
tirement plans have been described in 
this department (February 1957 and 
June and July 1958) and elsewhere, 
in response to the growing interest in 
the subject. A few aspects are briefly 
discussed at this time to jog the pro- 
crastinators and to offer encourage- 
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ment to others for an early considera- 
tion of this subject. 


Many people talk about retirement, 
plan it in words and imagination, but 
only where retirement is provided for 
in a partnership agreement is it actu- 
ally carried out by any large percent- 
age of practitioners. It is usually the 
larger firms that have retirement plans, 
though some smaller ones are follow- 
ing suit. 

Retirement does not necessarily 
mean full and complete withdrawal. 
It could take the form of a gradual 
tapering off, extending perhaps over a 
period of ten years, with a final level- 
ling out on a plateau of a time equiva- 
lent of one day a week. At some mutu- 
ally agreeable age and stage, the one- 
day basis can be terminated. 


The benefits of retirement flow in 
two directions—to the individual and 
to the firm. As to the individual’s ad- 
vantage, he will have the opportunity 
to wind up his life doing more of the 
things he chooses to do rather than 
those he must, a very gratifying state 
of affairs. Neglected interests, places, 
and persons can be given compensat- 
ing attention. 

To a firm, the eventual retirement 
of partners is one of the greatest incen- 
tives to those on the staff and to 
younger partners, to stay on and earn 
the right to fil! the posts that will be 
vacated. The more opportunities there 
are at the top, the more top-notch 
men will be glad to make a firm their 
lifetime interest. This does not pre- 
clude firms from advancing staff men 
to partnership status at earlier stages; 
rather it rounds out the planning for a 
firm’s perpetuation. 

A firm’s perpetuation (where de- 
sired) requires long-range advance 
planning and constant and careful 
nurturing. It requires a well-balanced 
organization to promote growth and 
to provide the most competent and 
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satisfactory service. It requires pride 
in the firm and in the profession. It 
involves the most progressive per- 
sonnel relationships and a willingness 
to share the fruits of labor generously, 
Finally, men must know definitely that 
there is an open road for movement 
toward the top. This gives them roots 
in an organization, peace of mind 
about the future, and enthusiasm— 
all of which are conducive to a firm’s 
growth, stability and indefinite dura- 
tion. 


OVERTIME PAY FOR 
NON-ELIGIBLE EMPLOYEES 


The wage-hour law exempts pro- 
fessional and executive personnel from 
its mandatory overtime provisions. 
Consequently, senior accountants and 
other personnel of equivalent or higher 
rank are commonly in the exempt 
group. Despite this exemption, some 
practitioners pay overtime premiums 
to all employees, regardless of their 
exempt status. Others do not pay 
overtime but usually take extra time 
worked into consideration in comput- 
ing annual bonuses, and are spared the 
clerical problem of computing and pay- 
ing overtime during the year. Which 
course is better? There probably is no 
clear-cut answer. If employees were 
polled it is likely that there would be 
a divided result; many would like the 
higher take-home pay during the yeat 
whereas others would like to get one 
large check (which would serve as an 
enforced savings method) that could 
be put into the savings bank or used 
for some major project. It is likely 
that the majority would prefer over- 
time pay, but no authoritative basis 
exists for this presumption. 

Practitioners who have actual ex- 
perience with this problem—those who 
have made employee surveys and those 
who have switched from one basis to 
another—are urged to communicate 


their findings to this department for | 


analysis and publication. 


424 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT JUNE 1960 


act 
ber 


ple 
LI 


tio 
qui 


tio 
suc 


pub 
Res 


ide 
It 


ess 
ly. 
hat 
ent 
ots 
ind 
|_— 
n’s 
ra- 


ich 


Payroll Tax Notes 


Conducted by SAMUEL S. Ress, CPA 


UNEMPLOYMENT INSURANCE LEGISLATION 


The New York State Legislature en- 
acted during the 1960 session a num- 
ber of measures amending the unem- 
ployment insurance law. 


LIABILITY FOR CONTRIBUTIONS 


Any employer who pays remunera- 
tion of at least $300 in any calendar 
quarter beginning on or after January 
1, 1960 becomes liable for contribu- 
tions commencing with the first day of 
such calendar quarter. Under the for- 
mer provision, the liability commenced 
with the first day of the following quar- 
ter. 


DEPOSIT REQUIREMENT 
FOR APPEALS 


Employers are no longer required 
to make cash deposits of $10 for each 
benefit-claim determination appeal to 
a referee, nor the $25 deposit previ- 
ously required when filing an appeal 
from an unfavorable decision of a ref- 
eree. The unemployment insurance rate 
is adversely affected by unwarranted 
benefit charges which might be avoided 
if an appeal is sustained. The em- 





SAMUEL S. RESS, CPA, is engaged in 
public practice in New York City. Dr. 
Ress was formerly a member of our 
Society’s Committee on New York State 
Taxation and chairman of its Subcommittee 
on Unemployment Insurance. 


ployer no longer risks the loss of his 
appeal deposit where the appeal is 
unsuccessful. 


INCREASE IN MAXIMUM BENEFITS 


Five additional benefit rates—$46, 
$47, $48, $49 and $50—are estab- 
lished on the basis of five newly added 
“average weekly wage” categories. The 
maximum rate of $50 (previously $45) 
is payable when the average weekly 
wage is $99 or more. These new rates 
will apply to original claims filed on 
and after June 27, 1960 for benefit 
years which begin on and after July 4, 
1960. The amendment does not pro- 
vide for the payment of higher bene- 
fits for present claimants or for those 
who file new claims and establish 
“benefit years” before July 4, 1960. A 
“benefit year” is the 12-month period 
starting after a valid benefit claim is 
filed. An employer becomes aware 
that a new “benefit year” is about to 
be established when he is requested to 
file Form L.O. 12, Report of Wages 
and Employment, which must be sub- 
mitted within seven days to the Divi- 
sion of Employment at the risk of 
incurring a $10 delinquency penalty. 


PARTIAL BENEFITS 


A new earning limit of $50 has been 
established for claimants who accumu- 
late one, two or three days of unem- 
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ployment in a week of partial employ- 
ment. This provision becomes effective 
June 27, 1960 for claimants beginning 
new benefit years on or after July 4, 
1960. The former ceiling of $45 will 
remain in effect for those whose bene- 
fit years began before July 4, 1960. 
There will therefore be two different 


claimants who quit jobs to get married 
or to be with a spouse in another lo- 
cality. The latter two categories of 
benefit claimants are subject to the dis- 
qualification even though the reason 
for quitting is apparently with good 
cause. 

Another new disqualification is cre- 





wage ceilings to be considered until — ateq in the case of a claimant who loses | De 
all benefit years which began before employment as a result of an act con- | 
July 4, 1960 have expired. That point stituting a felony in connection with } 
will not be reached until June 26, his employment. The disqualification 
1961. for such a crime will not apply unless | ( 
DISQUALIFICATIONS and until the claimant is duly con- | 
Effective May 16, 1960, far-reaching victed or has signed a statement admit- | 
changes with respect to disqualifica~- img that he has committed such act. 
tions will apply to claimants who quit Benefits are to be withheld during the 
their jobs voluntarily without good pendency of criminal proceedings fol- | 
cause, or are discharged for misconduct  !0Wing an indictment against the claim- | 
in their employment or refuse employ- ant. The penalty imposed Consists of | 
ment without good cause. Benefits  SUSPension of all benefit rights fora | — 
will be denied to a claimant who was _ 12-month period for any claimant who | 
discharged for misconduct in connec-  2dmits or is convicted of any job-con- I 
tion with his job, quits or refuses a job nected felony that brought about his NY 
without good cause, or leaves his job —_‘“ischarge. oni 
due to marriage or to join a spouse in Benefits may now be paid to a quali- } als 
a new locality, until the claimant has _ fied claimant who is attending a voca- reir 
worked at least three days in each of _ tional training course approved for low 
four different weeks or has earned at him by the Industrial Commissioner, fed 
least $200 and is again unemployed _ if there is no reasonable chance for fere 
and seeking work. Under the former work in his own line and prospects are Ser 
law, such claimants were suspended good for work to be undertaken upon oth 
for six weeks, except in the cases of | completion of the training period. pro. 
cha 
The 
ETHICAL INDEPENDENCE pro 
Ethical independence is no less an important professional ] 
characteristic. The certified public accountant needs to be able port 
to avoid intellectual domination by other people, because the tota 
phrase “in my opinion” or its equivalent in his report would be | 
be a misrepresentation if his mind had been made up for him. pens 
He is judged ethically independent in a large measure accord- Tot; 
ing to the standards of conduct he subscribes to and acts out 
in his professional life. . . . Another part of ethical independ- = 
ence is the professional accountant’s conscious recognition, as a 
suggested above, of a responsibility to keep in mind the interests , 
of parties not immediately in view. mat 
co 
A. C. LITTLETON, “Structure of Accounting Theory,” pi 
American Accounting Association Monograph No. 5, 1953 retu: 
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Federal Taxation 


Decisions and Rulings—-RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


DECISIONS AND RULINGS 


EXPENSE ACCOUNT ALLOWANCES 


In the February 1960 issue of the 
NYCPA, on page 142, we presented 
verbatim the Commissioner’s propos- 
als in connection with the reporting of 
reimbursements and other expense al- 
lowances by businesses on their 1960 
federal income tax returns. After con- 
ferences between the Internal Revenue 
Service and attorneys, accountants and 
other taxpayers’ representatives, the 
program has been adopted with certain 
changes and is set forth in TIR 221. 
The important changes to the original 
proposal are set forth below: 

1. While corporations must still re- 
port the 25 officers with the highest 
total compensation, no employee need 
be listed where his salary plus his ex- 
pense allowances are less than $10,000. 
Total compensation includes the aggre- 
gate of salaries and all allowances in- 
cluding expense account allowances. 
It should also be noted that this infor- 
mation must be submitted by each 
corporate member of an_ affiliated 
group which joins in a consolidated 
return, 


2. The partnership information, 
which previously had included all part- 
ners, limited or general, is now limited 
to the 25 receiving the highest com- 
pensation, which includes salary, ex- 
pense allowances and the partner’s 
share of the ordinary income of the 
partnership. Here again, no partner 
need be reported whose total compen- 
sation is less than $10,000. 

3. While the definition of the term 
“expense account allowance” is the 
same, certain exceptions have been 
added. Thus, there is excluded (a) 
the purchase of goods for resale or use 
in the employer’s business; (b) inci- 
dental expenses such as the purchase 
of office supplies or local transporta- 
tion in connection with an errand; (c) 
fringe benefits such as hospitalization 
insurance, approved pension trust 
funds and unemployment insurance; 
and (d) in the case of persons supply- 
ing professional services, the expenses 
which will be billed directly to the 
client. This last provision, of course, 
is of particular interest to accountants. 

4. There has been added to the sec- 
tion setting forth examination proce- 
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dures by the Internal Revenue Service, 
a provision granting discretionary pow- 
ers as to whether an examination must 
be made of all reported employees’ 
individual tax returns where, upon ex- 
amination, it is determined that the 
employer’s records are “inadequate.” 
Of course, that is the present situation, 
and the existing policies, promulgated 
by the regional offices of the Internal 
Revenue Service, call for examination 
of all officer-stockholder returns where 
there has been a disallowance of busi- 
ness expense due to inadequate sub- 
stantiation. Thus, the effect of the 
above provision seems to pertain prin- 
cipally to listed employees who are 
not stockholders. 

Accompanying TIR 221 is Revenue 
Ruling 60-120 setting forth the Com- 
missioner’s conception of what consti- 
tutes “adequate records” on the part of 
the employer. Citing the Regulations, 
Section 1.162-17(b) (4), the Revenue 
Ruling provides that the expense ac- 
counts submitted by the employee 
must show the business nature and 
amount of all of his expenses segre- 
gated into four categories as required 
by the Regulations. The expense re- 
ports submitted must also contain suffi- 
cient detailed information in order that 
the employer (and, inferentially, the 
examining Internal Revenue Agent) 
may determine “whether the expenses 
listed constitute ordinary and neces- 
sary business expenses incurred in con- 
nection with the performance of serv- 
ices as an employee.” The ruling 
states: 

In the case of traveling expenses it is con- 


templated that the employee will be required 
by his employer to submit with his expense 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
is chairman of the Committee on Publica- 
tions and was formerly a member of the 
Committee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 


account or other required statement detailed 
information such as: (1) the date and place 
of travel; (2) cost of transportation; (3) 
number of days away from home overnight; 
(4) an itemized statement showing total 
costs incurred for meals, lodging, and mis- 
cellaneous business expenses, such as cab 
fare, telephone, etc.; and in connection with 
large or exceptional expenditures supporting 
documents, such as receipts. This detailed 
information should be furnished the em- 
ployer in respect of cash expenditures as 
well as amounts charged directly or indi- 
rectly to the employer through credit cards 
or otherwise ... 

In connection with entertainment 
expense, it is contemplated that the 
employee will submit detailed informa- 
tion “as will sufficiently identify the 
persons entertained . . . to establish 
the business nature of the expense... 
and the reasons why it was necessary 
to incur the entertainment expense.” 


ALIMONY: POST-DIVORCE 
AMENDATORY AGREEMENTS 


In three Revenue Rulings, the IRS 
has clarified its position relative to the 
deductibility and the includibility of 
alimony payments made under an 
amendatory agreement executed after 
a divorce. 

Basically, payments incident to a di- 
vorce, which are made “because of the 
family or marital relationship in recog- 
nition of the general obligation to sup- 
port” (see Section 1.71(b)(4) of the 
Regulations) are deductible by the 
payor and includible by the payee in 
the computation of federal income tax 
liability. However, the obligation to 
support must arise as a result of the 


dissolution of the marriage, and not | 


because of conditions subsequent to 
the marriage. 

Thus, the Commissioner has an- 
nounced that the service will follow 
the decisions in Hollander v. Com. 
(CA-9, 1957; 248 F(2d) 523) and 
Newton v. Pedrick (CA-2, 1954; 212 
F(2d) 357), where the amounts and 
times of payments of alimony and for 
support were altered by post-divorce 
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amendatory agreements. (Rev. Rul. 
60-140.) The Commissioner points 
out in this ruling: 

The Courts noted in each case that the 
alimony payments were made under a legally 
binding agreement which altered the sup- 
port obligation incurred by the husband 
prior to the divorce and were made in dis- 
charge of the legal obligation to support 
the wife. 


Similarly, an increase in alimony 
payments due to a change in economic 
conditions of the parties involved does 
not affect the tax status of such pay- 
ments. Here, the wife became unable 
to maintain gainful employment and 
the husband had bettered his economic 
position. Hence an amendatory agree- 
ment was entered into, which provided 
for an increase in support payments 
if the wife ceased working. (Rev. Rul. 
60-141.) 

However, where no provision for 
the wife’s support was made in the 
divorce decree, payments made under 
a subsequent agreement which pro- 
vided for support were not deductible 
by the husband or taxable to the 
wife, because no obligation for the 
wife’s support survived the dissolution 
of the marriage. The amendatory 
agreement arose because of events 
subsequent to the divorce. (Rev. Rul. 
60-142.) 


ORGANIZATIONS IN THE PROCESS OF 
OBTAINING TAX-EXEMPT STATUS 
ARE REQUIRED TO FILE INCOME 
TAX RETURNS 


An organization which has been 
granted an exemption under Section 
501(a) IRC 1954 is required to file 
only an information return on Form 
990 or 990-a in lieu of an income 
tax return. However, in the case of 
an Organization which has applied for 
such an exemption (which has not been 
received at the due date for filing its 
return), such information returns are 
not sufficient. The organization is re- 


quired to file an income tax return 
on Form 1041 or Form 1120. 

The Commissioner points out that 
Section 6501(g)(2) which provides 
that an information return filed by an 
organization claiming a tax-exempt 
status, which determines in good faith 
that it is exempt, shall be deemed to be 
the return of the organization for pur- 
pose of starting the running of the 
statute of limitations in the event that 
the organization is held to be taxable 
for the year in question, applies only 
to the running of the statute. Where 
no income tax return is filed, the or- 
ganization may be liable for penalties 
in addition to the tax if it is held to 
be taxable for the year in question and 
if the deficiencies are timely assessed. 
(Rev. Rul. 60-144.) 


INTEREST DEDUCTION AND 
TAX AVOIDANCE 


In a decision to which there were 
four dissents, and which is practically 
certain to be appealed, the Tax Court 
allowed a deduction for interest paid 
on bank borrowings for the purpose of 
purchasing short-term Treasury and 
corporate notes, where the transac- 
tions resulted in a loss before taxes, 
and a gain after the tax effects. Hold- 
ing the transactions in the instant case 
to be bona fide as distinguished from 
that of Eli Goodstein (1958, 30 TC 
1178, aff’d., CA-1, 1959, 267 F(2d) 
127) and the rash of cases which fol- 
lowed, because there was no “sham” 
or “collusion,” the Court said: 

Congress has included no requirement in 
the code that the borrowed money be used 
in connection with a transaction entered 
into for profit or that it cannot be borrowed 
for personal or non-business purposes or 
used in a transaction involving tax benefits 
and the Tax Court has no authority to write 
or read such requirements into the law. 

The present taxpayer bought securities on 
the open market and borrowed money from 
banks without any collusion to avoid income 
taxes between him and any person with 
whom he dealt. His indebtedness was genu- 
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ine and Section 23(b) allows a deduction 
for interest paid on such debt. 


The decision and the dissents in- 
clude a most interesting discussion of 


the Judges’ interpretation of the theory 
of what constitute proper deductions 
within the intent of Congress, and 
might be read with profit. (L. Lee 
Stanton, 4/7/60, 34 TC —No. 1.) 


COMMENTARY 


ACCELERATED DEPRECIATION ON 
ITEMS CAPITALIZED BY IRS 


Frequently, a taxpayer will deduct 
as a repair expense, items required to 
be capitalized upon subsequent exam- 
ination by the Internal Revenue Serv- 
ice. Such “repair” items are then 
usually depreciable; but is the taxpayer 
prevented from using an accelerated 
depreciation method because he did 
not elect such method on the return 
for the first year for which deprecia- 
tion should have been claimed? 

Fortunately, Regulations Section 
1.167 (a)—10 (a) states that the tax- 
payer will not be precluded from using 
any method of depreciation provided 
in Section 167 (b) if the “.. . tax- 
payer’s failure to claim any allowance 
for depreciation was due solely to er- 
roneously treating as a deductible ex- 
pense an item properly chargeable to 
capital account.” Further, under Reg- 
ulations Section 1.167 (c) — 1 (c), 
it is provided that no formal election 
need be made to use accelerated meth- 
ods; it is sufficient that the taxpayer 
merely compute depreciation for the 
property on an accelerated basis “... 
for any taxable year ending after De- 
cember 31, 1953, in which the property 
may first be depreciated by him. The 
election with respect to any property 
shall not be binding with respect to 
acquisitions of similar property in the 
same year or subsequent year which 
are set up in separate accounts.” 

Consequently, it appears that a tax- 
payer would be entitled to elect an 
accelerated method of depreciation on 


“repair” items capitalized by the Serv- 
ice under the following circumstances: 


1. If the taxpayer computed de- 
preciation on an item-by-item method, 


2. If the taxpayer used group de- 
preciation accounting and either (a) 
an accelerated method of depreciation 
was previously adopted for the group 
to which the “repair” item belonged, 
or (b) the capitalized “repair” item 
did not belong to any previous group 
used by the taxpayer in computing 
depreciation. 

If the group method of depreciation 
accounting is used and the capitalized 
“repair” item belongs to a group on 
which a non-accelerated method had 
been adopted in the past, it would ap- 
pear that an accelerated method of 
depreciation could not be elected for 
the capitalized item. 


Under the same theory, an accel- 
erated method of depreciation may be 
used for rentals paid under an equip- 
ment lease contract, which are capi- 
talized on the ground that they repre- 
sent payments on a purchase. In this 
situation, there is another principle 
which can help to mitigate the effect 
of the disallowance. Based on Rev- 


enue Ruling 57-371, interest and other | 


“currently deductible charges” do not 
have to be included in the capitalized 
cost of the equipment. The “other 
deductible charges” might 


by the lessor, when he would not in- 
clude such costs for an outright pur- 
chaser of the equipment. Such costs 
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can be expensed over the period to 
which they are applicable. 

In the case of Starr v. Commis- 
sioner, (CA-9, 1959, —F(2d)—, re- 
versing in part 30 TC 856), the Court 
pointed out that, because of such cur- 
rently deductible charges, the Com- 
missioner might~as well not challenge 
many of these “lease” arrangements, 
and stated “ . . . that after he [the 
Commissioner] has made allowance 
for depreciation, which he concedes, 
and an allowance for interest, the at- 
tack on many of the ‘leases’ may not 
be worth while in terms of revenue.” 
This decision was based on the 1939 
Code, in which accelerated deprecia- 
tion was not as pervasive; with the 
larger depreciation allowable under the 
1954 Code, the Court’s statement has 
even greater force. 


FORFEITURES IN QUALIFIED DEFERRED 
COMPENSATION PLANS 


Corporate taxpayers considering the 
creation of a qualified plan of de- 
ferred compensation under Section 401 
must make the basic decision as to 
whether a pension plan or a profit- 
sharing plan is best suited for their 
purposes. Of course, there are many 
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economic, business and tax factors to 
be considered. However, the differ- 
ences in the disposition of forfeitures 
may tip the scales in favor of a profit- 
sharing plan where guaranteed 
amounts upon retirement are not a 
required feature of the proposed plan. 

Forfeitures are the amounts remain- 
ing in the trust fund or plan in the ac- 
counts of participants who terminate 
their employment prior to the time 
they become entitled to receive the 
entire amount credited to them under 
the plan. For example, if the partici- 
pant’s benefits vest at the rate of 10 
percent per year, an employee who 
leaves after three years would receive 
30 percent of his account, and the 
remaining 70 percent would be left 
in the fund as a forfeiture. 

Under a profit-sharing plan, for- 
feitures may be allocated among the 
remaining participants in the plan\on 
the same basis as the annual payment 
into the plan. Another alternative is 
to allocate the forfeitures in relation 
to the amounts in the remaining par- 
ticipants’ accounts. Under either 
method, according to Regulations Sec- 
tion 1.401-4(a)(1), the allocation 
must not result in discrimination in 
favor of officers or stockholders. 

Under a pension plan, forfeitures 
can only be used to reduce future con- 
tributions by the employer. Accord- 
ing to Regulations Section 1.401-1(b) 
(1), they may not be allocated to the 
remaining participants as in the case 
of profit-sharing plans. 

Thus, forfeitures can serve to in- 
crease the remaining participants’ in- 
terest in a profit-sharing plan. Under 
a pension plan, they can only serve to 
decrease the employer’s contributions. 


ALTERNATIVE TAX ON CAPITAL GAINS 


The tax effect of a long-term capital 
gain can, in many instances, be con- 
siderably more complicated than 
would appear at first glance. This is 
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particularly so in the case of non-cor- 
porate taxpayers who include in tax- 
able income only 50 percent of the 
excess of net long-term capital gain 
over short-term capital loss. Some of 
the situations that may arise are as 
follows: 

1. If a non-corporate taxpayer is in 
less than a 50 percent income tax 
bracket, the tax on net long-term gains 
is less than the 25 percent maximum. 
In that case, the 50 percent included 
in income is taxed at the taxpayer’s 
highest bracket. For a person with 
only a small amount of income, the 
tax on long-term gains can be as low 
as 10 percent. This conclusion is not 
applicable to corporations because 
they include 100 percent of net long- 
term gains in income, subject to the 
maximum 25 percent alternative tax. 

2. A non-corporate taxpayer may 
find himself in a situation in which 
he is paying more than 25 percent 
on a part of his long-term gains. Sup- 
pose a married couple has $12,000 of 
ordinary taxable income in 1960 and, 
in addition, realizes a long-term capi- 
tal gain of $100,000. The alternative 
tax is $27,720, but the regular tax 
on $62,000 of net taxable income is 
$27,680. Since the latter tax would be 
applicable, the couple would be pay- 
ing 62 percent on their top $10,000 of 
taxable income, equivalent to 31 per- 
cent on $20,000 of their long-term 
gain. Under these circumstances, ad- 
ditional deductions, such as contribu- 
tions, would save tax at the highest 
bracket. A $10,000 additional con- 
tribution, for example, would reduce 
the tax liability to $21,480 and save 
$6,200. Other very unexpected re- 
sults may follow when the income and 
capital gains are such that small varia- 
tions in either can make the alterna- 
tive tax applicable or inapplicable. 

3. Both corporate and non-cor- 
porate taxpayers may have the prob- 
lexi of a long-term gain and an or- 


dinary loss. Up to a certain point, 
the ordinary loss is wasted. Assume, 
for example, a corporation with a 
long-term gain of $100,000 and an 
ordinary loss of $10,000. Since the 
alternative tax of $25,000 on the full 
long-term gain is much less than the 
regular tax of $41,300 on $90,000 of 
income, the loss is wasted. As a mat- 
ter of fact, the corporation could re- 
ceive an additional $10,000 of or- 
dinary income completely tax-free. 
Suppose, however, that the ordinary 
loss is $44,000. The regular corporate 
tax on $56,000 of income is $23,620, 
which is less than the alternative tax. 
In this case, additional deductions of 
up to $31,000 are worth 52 percent 
in tax savings. 

This is an area in which tax plan- 
ning such as the timing of income and 
deductions, and the planning of sales 


of capital assets to allow election of the | 


installment sale treatment, can result 
in substantial tax savings. 


MAXIMUM CASH ON 
INSTALLMENT SALES 


One of the objections to selling real 
property on terms which will qualify 
for the installment method for tax 
purposes is that you may not receive 
more than 30 percent of the selling 
price in the year of the sale. (Section 
453(b).) Should the sale be made 
near the end of the taxable year, this 
objection is easily overcome by re- 
ceiving a 30 percent initial payment 
in the year of sale and as large a pay- 
ment as desired in the beginning of the 
next taxable year. 

At other times, the seller can often 
receive more than the allowable 30 
percent and still elect the installment 
method by first borrowing on the prop- 
erty and then selling the property 
(subject to the indebtedness) with the 
usual 30 percent initial payment. 

There is a pitfall, however. Should 
the total of the liabilities assumed by 
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the purchaser exceed the basis of the 
property sold, then the excess would 
be deemed part of the initial payment 
received in the year of the sale. In 
such a case, care must be exercised to 
be sure that the total initial payments 
received during the year from the pur- 
chaser, plus this excess, do not ex- 
ceed 30 percent of the selling price. 
The seller may, however, safely bor- 
row to the extent of his basis. 

Assume, for example, a case where 
real property is to be sold for 
$150,000. The basis of the property 
is $100,000 and there is an existing 
mortgage of $40,000. The seller 
could borrow before the sale up to 
$60,000 (difference between old mort- 
gage of $40,000 and $100,000 basis) 
and stili receive a 30 percent initial 
payment of $45,000 from the pur- 
chaser based on the $150,000 selling 
price. Thus, the seller can realize 
$105,000 in cash and still elect the in- 
stallment method for tax purposes. 

Another pitfall should be avoided. 
According to Revenue Ruling 60-52, 
the liabilities of the seller (such as 
liens, accrued interest, and taxes) 
which are assumed and paid by the 
purchaser within the taxable year of 
the sale, are also to be included in the 
initial payment. This must be kept in 
mind in keeping the initial payment 
to not more than 30 percent of the 
selling price. 


REPLACING BUSINESS PROPERTY 
ON A TAX-FREE BASIS 


Suppose A has improved real es- 
tate, such as a factory, which he wants 
to sell at a time when he is also in- 


terested in acquiring another factory 
owned by B and located in a different 
area. However, B may want to sell 
for cash but does not want to ex- 
change his property. How far can A 
go in arranging a tax-free exchange 
of these two properties? 


Section 1031(a) provides that no 
gain or loss shall be recognized if 
property held for productive use in a 
trade or business, or for investment, 
is exchanged solely for property of a 
like kind to be held for similar pur- 
poses. If such an exchange is not 
solely in kind, Section 1031(b) pro- 
vides for taxation of gain on the trans- 
action, but only to the extent of the 
cash and value of other property re- 
ceived. This section may be readily 
utilized to avoid taxation of any gain 
on the trade-in of trucks or automo- 
biles when acquiring new ones, but it 
is not so easy to “trade-in” real es- 
tate in exchange for real estate that 
one would like to acquire. 


It would appear, however, that A 
could, with propriety, assist B in find- 
ing a buyer for his (A’s) property. 
This would be done to induce B to 
accept A’s property in exchange for 
part or all of the purchase price. As 
an alternative, if A has found a buyer 
for the property he presently owns, 
that buyer might be instructed to ac- 
quire B’s property, after which he 
would make an exchange with A. In 
such an arrangement, the formalities 
must be carefully observed. For ex- 
ample, the buyer of A’s property must 
legally acquire title to B’s property 
prior to the exchange with A. 
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Classified Section 


RATES: 
$2.00. 
words. 


“Business Opportunities” 


“Help Wanted” 20¢ a word, minimum $5.00. 
15¢ a word, minimum $3.00. Box number, when used, 


Closing date, 10th of month preceding date of issue. 


“Situations Wanted” 10¢ a word, minimum 
is two 


ADDRESS FOR REPLIE: # 7" number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, 


HELP WANTED 


Tax Accountant, medium-size New York 
City public accounting firm wants CPA with 
5-10 years experience as revenue agent or 
on tax staff of public firm, salary $8,000- 
$10,000, future partnership possibilities, con- 
fidential. Box 2034. 


SITUATIONS WANTED 


CPA, tax experience, seeks per diem ar- 
rangement with accountants involving tax 
preparation or checking, research, etc. Box 
2024. 


CPA, mature, thoroughly experienced all 
phases of accounting, taxes, etc., available 
one full week each month. Box 2026. 


Financial Reports, tax returns, etc., typed 
and checked expertly by qualified and highly 
experienced typist, electric, good service. 
Corona, MU 7-3890, FI 7-1312. 


CPA, lecturer in taxation, extensive tax ex- 
perience in planning and research, former 
revenue agent and technical adviser, seeks 
per diem arrangement. Box 2027. 


Accountants’ Reports expertly typed, IBM, 
accuracy and quality guaranteed, low over- 
head equals low rates. Miss Claire, MU 
2-0326, evenings and weekends LE 4-8336. 


CPA, N. Y., Society member, formerly Long 
Island. now permanent Florida resident, 
available special or continuous assignments 
South Florida. Box 2028. 


Member of the Society, varied and thorough 
experience, available three to four days per 
week. Box 2029. 


CPA, 55, 25 years extensive experience, 
seeks arrangement with overburdened prac- 
titioner on per diem basis. Box 2041. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $7.00 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- 
titioner, ©PA, N. Y., N: J., AICPA, In 
MBA. Box 2030. 


Well Equipped CPA Firm, will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or at- 
tractive retirement arrangements will be 
offered. Box 2031. 


We Act As Your Secretary, mail, telephone 
service, $5.00 per month, mail and messages 
forwarded, private desks and offices avail- 
able, convenient to all transportation. 
Abbott Service, 147 W. 42nd St., Cor. 
Broadway. 


CPA, 16 years accounting experience, very 
heavy tax background, desires purchase or 
manage practice or individual accounts, 
consider any equitable arrangement. Box 
2025. 








16 Court Street, small private office, CPA 


suite, unfurnished, Bruning available. UL 
5-3269. 


CPA, Society member, will purchase ac- 
counts in Metropolitan area grossing $600- 
$2,400 per annum, top price paid on long- 
term basis. Box 2032. 


CPA, 33, 
purchase partnership interest in N. Y. area, 
substantial funds available. Box 2033. 


For Rent, air-conditioned attorney’s suite, 
private rooms, recently completed, beautiful 
decor, facilities, extra space available dur- 
ing tax season, individual or small firm, 
moderate. WOrth 2-1655. 


12 years experience, wishes to | 


Bruning 100, used 1 year only, 1 Royal | 


electric, 20” carriage, 1 Royal manual, 20" 
carriage, 1 Verifax, good buys. Tucker, | 
MU 7-0473. 


CPA, attorney, reputable experienced CPA, | 
attorney central New York interested ex | 
panding in tax and estate planning areas, 
desire association firms central and upstate 
New York mutual basis, not interested in 

buying, selling or merging. Box 2035. 
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BUSINESS OPPORTUNITIES 
CPA, has space in midtown office, air-con- 
ditioned, beautiful decor, object sharing staff 
facilities and other mutual benefits leading 
to possible merger. Box 2036. 
Air-conditioned, completely furnished office, 
now being completed, beautiful decor, use 
of conference room, library, and Bruning 
photocopy machine, share services of secre- 
tary-typist with CPA, location on street level, 
at Hillside Ave., Queens, express subway 
stop, available June 1. Box 2037. 
CPA, 43, $35,000 Nassau County practice, 
seeks associate similarly situated, object is 
mutual coverage, prestige, continuity, shar- 
ing staff, etc. Box 2038. 
CPA, with established practice desires mid- 
town office space, time available for ex- 
change if desired, will consider arrange- 
ments leading to future partnership or pur- 
chase of practice. Box 2039. 
CPA, former Internal Revenue Agent, spe- 
cializing in taxes, litigation and some regu- 
lar audits, seeks office and share facilities. 
Box 2040. 
CPA, attorney, 30, LL.M. taxation, Society 
award winner, tax editor, 10 years excellent 
tax and accounting experience, will purchase 
accounting practice or individual accounts. 
Box 2042. 
CPA, establishing fully equipped office 57th 
Street area, seeks other practitioners who 
are eager to rent space and share in services 
of statistical typist, tax reporters, business 


machines, Ozalid, etc. Box 2044. 
CPA, mature, modest practice, planning 
eventual retirement, seeks associate with 


self-supporting practice for mutual advan- 
tages, submit brief history in confidence. 
Box 2045. 

CPA, gross income $18,000, interested in 
partnership or joining a firm, will make in- 
vestment if necessary. Box 2046. 

CPA, seeks modest space, sharing jr., equip- 
ment, etc., office of accountants, where 
mutual aid, ideas are valued, midtown pre- 
ferred, consider associate several independ- 
ent CPAs, rent office, facilities, etc., mutual 
aid, Possibility eventual permanent partner- 
ship. Box 2047. 

CPA, attorney, 30, LL.M. taxation, Society 
award winner, tax editor, will act as your 
tax department on per diem basis, planning, 
Protests, appeals, tax court and estate plan- 
ning. Box 2043. 

501 Fifth Avenue, two offices available in 
air-conditioned seven room CPA suite, share 
staff room, secretarial room, reception room 
and filing room. MU 2-1881. 
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BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 


Established 1926 
MArket 3-7801 

















Complimentary Advice On 


YOUR INVESTMENTS 


Justin Jacobs 


PETER P. McDERMOTT & CO. 
42 BROADWAY 
NEW YORK 4, N. Y. 
Dicsy 4-7140 

















the complete business service 
@ personal telephone answering service 
@ office & desk space 


@ mail & mailing address 


CITY HALL BUSINESS SERVICES 
38 Park Row—NeEw York, N. Y. 
WOrth 4-2940 








DISTRIBUTION COST ACCOUNTING 
by F. M. EISNER, C.P.A. 


Describes in detail a complete and thoroughly 
tested system—from original sources to prepara- 
and per- 


in major 


statements for cost reduction 


controls—reveals 


tion of 
formance 
areas, such as, labor, inventory, salesmens’ costs, 
mixture, factory and marketing expenses, 
small orders, ofiice salaries, equipment utilization, 
returned goods, credits, etc. 554 pp. $12.50. 


weak spots 


ale 
Sales 


CHARLES M. EISNER 
70 Linda Ave., White Plains, New York 
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REFER YOUR CLIENTS 
TO JAMES TALCOTT, INC. 


for revolving capital funds to grow on 


Do your clients have working capital problems arising 
from increased production, growing accounts receivable 
and inventories? Or have they a need to modernize plant 
and equipment to remain competitive? Or have bank 
lending services been lost for one reason or another? 
Talcott’s Flexible Financing Plans can provide the revolv- 
ing capital funds needed. Leading firms in almost every 
industry have grown profitably through the use of 
Talcott’s specialized services. If your clients are looking 
ahead to progress, look to Talcott for financing plans 
derived from 106 years of credit and financing service 
to American industry. 
Talcott Financing Services... 


« Accounts Receivable (Non-Notification) 

* Factoring (Notification & Non-Notification) 

¢ Inventories and Equipment Mortgages 

¢ Industrial Time Sales « Leasing « Rediscounting 


221 Fourth Avenue, New York 3, N. Y. « ORegon 7-3000 
Other Talcott Offices Serving: CHICAGO « DETROIT « BOSTON « ATLANTA « LOS ANGELES 
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Today, there’s no reason for any of 
your clients to pass up the speed, 


savings and accurate business controls 
How to EXPAND made possible by clerical automation. 
H STATISTICAL’s low-cost data- 
Cler ical Controls processing service makes the advantages 
x of automatic techniques available to 
Without EXPEN DING any company—large or small. 
for If your clients have no tabulating 
equipment, STATISTICAL provides 


slate the methods, manpower and machines 

Extra Faci ities for processing reports on a pay-as-used 
= basis. This gives management all the 

©) benefits of electronic data-processing 


without the expense of installing more 
equipment and hiring extra help. 








For clients with tab departments, 
STATISTICAL can help save time and 
money on overloads and special 
assignments, and supply computer 
service to tie in with conventional 
equipment for still greater economies. 
This computer service is also available 
for initial programming, for overloads 
or for continuing work that does not 
warrant a private installation. 





Ask for brochures covering 
these specific services: 
* Computer Service 
* Sales Analysis 
* Inventories 
* Accounts Receivable and Payable 
* General Accounting 
* Production Planning 
* Payroll 
* Insurance Accounting 
* Association Statistics 
* Market Research Tabulations 














STATISTICAL 


TABULATING CORPORATION # Just write or phone 


Established 1933 


TABULATING - COMPUTING + CALCULATING 
TYPING « TEMPORARY OFFICE PERSONNEL 


Digby 9-2424 


100 Church Street, New York 7, N.Y. 
Phone: DIgby 9-2424 


CHICAGO - NEW YORK + ST. LOUIS » NEWARK + CLEVELAND + LOS ANGELES + VAN NUYS 
KANSAS CITY + SAN FRANCISCO + PALO ALTO + MILWAUKEE + PHILADELPHIA 





“There is something 
that is much more 
scarce, something 
rarer than ability, 


It is the ability t@ 
recognize ability." 


RRoBERT Placer 


PERSONNEL AGENCIES 
130 WEST 42 STREET, NEW YORK 36, N. 


LOngacre 4-3834 


The largest agency in the U.S. 
specializing exclusively in 
accounting and related personnel. 
controllers 
treasurers 
internal accountants 
cost/budget men 
systems men 
tax men 
internal auditors 
office managers 
bookkeepers 
and, of course 

public accountants 


iia ; 
id al-y- Votete) Ol oha-lah al of lalel-1e- 


DIRECTED BY A CERTIFIED PUBLIC ACCOUNT! ' 








NTAME 


